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Objects of the Society 


“To cultivate, promote and disseminate knowledge and 
information concerning accountancy and subjects related 
thereto; to establish and maintain high standards ot 
integrity, honor and character among certified public ac- 
countants; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public, to protect the interests of its members and of the 
general public with respect to the practice of account- 
ancy; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to 


accountancy and the practice and methods thereof; to 


correspond and hold relations with other organizations 


of accountants, both within and without the United States 
of America; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members; to promote social intercourse among its 
own members and between its own members and the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects, 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 

—From the Certificate of Incorporation. 
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The business that 
hated Christmas 


To the Amalgamated management, 


Noel used to bring the confusion of 


seasonal rush worse confounded by 
inventory and auditing problems. 
Inevitable? Not at all, as the public 
accountant proved after persuading top 
brass to adopt a natural business year, 
in this case Sept. 1 to Aug. 31. During 
the summer slack, the inventories and 
receivables were at lowest ebb; there 
was less work to do, more time to do 


it, a chance to get a clearer picture of 


business past and future. Now the firm’s 
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fiscal years are more prosperous...and 
Christmases are happier. 

Heightening efficiency by plotting 
natural business years is but one of the 
many valuable services which public 
accountants provide for clients. To do 
such jobs well, accountants need 
access to fresh facts. 


Mcsrer is not an accounting firm 
...but with products and methods 
evolved in 40 years...aids accountants 
by making the facts available faster. 
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The range of National Accounting Machines is so wide that it covers the needs of every 
type of business enterprise. The machine shown here is being used on payroll work in the 
Sparrows Point plant of the Rheem Manufacturing Company. 


Rheem reports “utmost satisfaction’ 


with National Mechanized Accounting 








“They are performing to our utmost satisfaction 
...on all phases of payroll work, accounts receiv- 
able, accounts payable, general ledger, and in- 
ventory control operations.’’ So states the Comp- 
troller of the Rheem Manufacturing Company, 
in reference to the three National Cash Register 
Accounting Machines installed in their Sparrows 
Point plant. 

To which he adds: ‘‘The success of the installa- 
tion at our Sparrows Point plant...led us to 
make similar installations at our plants located 
at Birmingham, Alabama, Chi- 
cago, Illinois, Houston, Texas, 
and Richmond, California, and 
in our home office in San Fran- 


cisco.” CASH REGISTERS « ADDING MACHINES 400 cities. 
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A Restudy of the Concepts 
and ‘Terminology of Business Income 


By Georce O. May, C.P.A. 


ree in the issue of June, 
1946, of the Virginia Law Review! 
the question what form the postwar 
developments of accounting were likely 
to take, I expressed the opinion that 
the answer depended largely on the 
future course of the price level, adding 
that accountants were more conscious 
of the accounting significance of 
changes in the purchasing power of 
the monetary unit than they were at 
the end of World War I. 

Manifestly, a minor and_ possibly 
temporary change in the price level 





GEORGE OLIVER May, C.P.A., is 
one of the country’s most active 
thinkers and writers on accounting. 
He is author of many articles on the 
subject, as well as of the book 
Financial Accounting. He was senior 
partner of Price, Waterhouse & Co. 
from 1911 to 1940. He has been a 
director and president of the Na- 
tional Bureau of Economic Research, 
a vice-president of the American 
Economic Association, and is now a 
director of the Council on Foreign 
Relations. He has long been active 
in affairs of our Society and of the 
American Institute of Accountants, 
and has taken a leading part in the 
development of both the science and 
profession of accounting. 











would not justify a reconsideration of 
the accounting practice of implicitly as- 
suming the stability of the monetary 
unit (or perhaps agreeing to ignore its 
instability.) Moreover, economists in 
general hold that the beneficial effect on 
business of a steady and moderate 
decline in the value of the unit is 
sufficient to compensate for any loss of 
purchasing power of past savings which 
results therefrom. 


When I wrote the article the in- 
crease in open-market prices had al- 
ready become pronounced. There were, 
however, even then reasons to fear that 
when controls were removed a rise in 
prices would occur which might be as 
great as the rise that look place at the 
end of World War I and probably 
more persistent. Some economists, 
such as Prof. S. H. Slichter of Harvard, 
suggest that the claims of labor are 
likely to go beyond those that can be 
met by increase of production and will 
have to be met by rises in the price 
level which will effectively reduce the 
share of total production received by 
those whose past savings have been 
invested in industry. Dr. H. W. Singer 
of Glasgow University has also ex- 
pressed the view that “full employment 
long maintained is likely to be as- 
sociated with an era of rising prices.” 
As this is written, a newspaper heading 
says: “Union chiefs aim at third round 


1 This article was republished in the August 1946 issue of the Journal of Accountancy. 
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of increases since the end of the war.” 

It is not surprising, therefore, that 
the accounting profession today should 
feel compelled to restudy concepts of 
business income in the light of present- 
day conditions. It is obvious that in 
such a study the profession cannot wel! 
act independently but must seek the 
cooperation of leaders in other fields 
of activity in which accounts play an 
important part. The initiation of a re- 
search project to study the concepts 
and terminology of business income, 
under the sponsorship of the American 
Institute of Accountants and financed 
in equal parts by that body and by 
the Rockefeller Foundation, is a natural 
response to this need. 

The Research Project which was an- 
nounced in the August, 1947, issue of 
the Journal of Accountancy contem- 
plates ‘a survey and a historical study 
of the uses of the word ‘income’ and 
terms associated therewith in account- 
ing and in business, economic, and poli- 
tical fields.” In asking support of such 
a study from the Rockefeller Founda- 
tion the Institute said: 

“Tt would seem not unreasonable to sup- 
pose that a fair measure of agreement could 
be reached as to the proper usage of the 
word when combined with a _ particular 
clarifying adjective. The exchange of ideas 
in the course of an attempt to reach such a 
goal would, in itself, be ot great educational 
value. The report, it is contemplated, would 
afford a greatly improved starting point for 
the determination of such important eco- 
nomic issues as the relation between busi- 
ness income, as now commonly computed, 
and real ‘ability to pay.’” 


The research is an attempt to or- 
ganize thought on problems of major 
interest to accounting on a_ broader 
basis than that of a single profession. 
It is inspired by the belief that account- 
ing is utilitarian ; that the determination 
of what is useful does not rest solely 
with the accounting profession and that 
the capacity of the profession to deal 
successfully with the problems that 
arise is necessarily dependent upon its 
ability to secure acceptance of its views 
by other parties interested. It is no 
part of the function of the research 
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to lay down rules for determining in- 
come. If it affects accounting practice 
it will be only through suggestions 
which in due course will be considered 
by established committees of the pro- 
fession. 

The Research Group is a large one— 
about fifty in number—and includes 
not only accountants engaged in prac- 
tice, administration and teaching but 
also lawyers, economists, bankers, finan- 
cial analysts and representatives from 
the ranks of management, labor and 
Government. The acceptance of respon- 
sibility for the project by the Institute 
assures that the accounting point of 
view will be kept to the fore on the 
consideration of concepts of business 
income and the related terminology. 

The project is a logical development 
of the course of action which began with 
the correspondence between the Insti- 
tute and the New York Stock Ex- 
change in the years 1932-1934. The 
second important step was the crea- 
tion by the Institute in 1939 of the 
Committee on Accounting Procedure 
with an associated Research Depart- 
ment. That Committee considered the 
possibility of undertaking a study simi- 
lar to that now planned but decided 
that the time was not then ripe. It 
decided that it could be more service- 
able to the profession by undertaking 
a study of a series of single problems, 
leaving the broader task for later con- 
sideration and possible cooperative ac- 
tion. The time is now opportune for 
such a study because the developments 
of the last decade, particularly the 
changes in the price level, have em- 
phasized the significance of the income 
statement and called into question the 
validity of some of the postulates of 
present-day accounting. 


The object of this article is to sug- 
gest some points that the group will 
probably desire to consider, not to sug- 
gest conclusions which it should reach. 
It is a reflection of a personal willing- 
ness to follow the admonition of Mr. 
Justice Holmes to reexamine from time 
to time the first principles one has 
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A Restudy of the Concepts and Terminology of Business Income 


o . 
accepted. It does not reflect the view 


of any firm, faculty, committee or group 
with which the author is, or has been 


associated. 


Attention, is naturally directed first 
to the important issues raised by two 
documents that were published almost 
concurrently with the announcement of 
the Institute's project—a special Sup- 
plement to the Department of Com- 
merce Survey of ‘Current Business, 
issue of July, 1947, and the second 
quarterly income statement released 
by the U. S. Steel Corporation. 

The Department of Commerce's pub- 
lication contained a mass of informa- 
tion in regard to National Income 
which included an interesting analysis 
of operations of corporations for the 
period 1929-1946. Some of the more 
pertinent statistics contained in this 
statement are reproduced in an ap- 
pendix to this article. 

An estimate made by the Depart- 
ment placed corporate profits before 
income taxes in 1946 at $20.8 billions, 
taxes at $8.6 billions and profits after 
taxes at $12.2 billions. However, in 
working these results into its statement 
of National Income the Department 
made a downward adjustment of $4.7 
billions as representing the amount of 
the profits reported which were repre- 
sented in substance only by an increase 
in inventory valuations. To this ex- 
tent it estimated that profits were 
purely monetary and represented no 
real or economic gain. A comparison 
with 1929 showed that while the un- 
adjusted figure indicated an increase 
of 50%, the adjusted figure showed a 
decrease of 13%. In passing it may be 
noted that the Department has not as 
yet made a similar adjustment in 
respect of consumption of plant in the 
course of production (depreciation). 

The release of the U. S. Steel Cor- 
poration indicated that the corporation 
held depreciation based on cost to be 





inadequate provision for the exhaustion 
of property in operation under existing 
conditions and that it had made a sup- 
plementary charge on account thereof. 
In discussing this charge the release 
said ‘‘the principle involved is 
analogous to that applied by U. S. Steel 
since 1941 in the use of the “last-in, 
first-out” method of determining the 
cost of products and services sold 
respect of inventories. However, the 
added amount for wear and exhaustion 
is not presently deductible for income 
tax purposes.” 

About the same time, the Institute’s 
Committee on Accounting Procedure 
issued Bulletin No. 29 dealing with 
Inventory Pricing. This bulletin ap- 
proved the use of LIFO as applying one 
of several assumptions as to the flow of 
goods, its position in this respect being 
in harmony with the language of the 
federal income tax law. 

In the October issue of the Journal 
of Accountancy there appeared a state- 
ment by the Institute’s Committee on 
Accounting Procedure in which it was 
pointed out that there was no account- 
ing principle recognized today that 
sanctioned charges against revenue in 
respect of wear and tear on exhaustion 
of property not based on actual cost and 
that it was undesirable to adopt ill-con- 
sidered and makeshift devices to meet 
problems growing out of the rise in 
the price level. In the same issue of 
the Journal, the Institute’s Director of 
Research reiterating these points en- 
visaged the possibility of developing 
new procedures which would do for 
capital assets what LIFO had done for 
inventories in making it possible to 
bring costs into account on substantially 
the same price level as revenues. 

Thus, the Research Group at the 
moment of its inception faced the 
crucial question of the relation between 
(a) LIFO accounting as reflecting a 
reasonable assumption as to the flow of 
goods or costs; (b) LIFO as a means 


2 The adjustment applies mainly to manufacturing and merchandising corporations. Some 
of the industries more largely affected are noted in Appendix B, hereto, which also affords 
an indication of the importarice of depreciation in different branches of industry. 
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of bringing costs and revenues into ac- 
count on approximately the same price 
level; (c) the inventory adjustments to 
determine economic income made by 
the Department of Commerce; and 
(d) the new charge for plant exhaus- 
tion made by the steel corporation. 
The crucial importance of these issues 
is immediately apparent to anyone who 
follows the course of events in our 
country. 

The President, in his address to the 
Congress on November 17th, making 
comparisons between “1929 and 1947 
said: “In terms of actual purchasing 
power the average income of in- 
dividuals after taxes has risen 39%.” 
He also stated that “Industry is pro- 


Estimated profits as reported...... 


Elimination of “profits” 


ducing 65% more.” At the same time 
he referred to current profits as “rec- 
ord-breaking.” 

The estimates of the Department of 
Commerce for the first half of 1947 
indicated money profits at the annual 
rate of $17 billions. According to the 
Department’s index, the purchasing 
power of the dollar of 1947 was less 
than two-thirds that of the dollar of 
1929. But mere reduction of the $17 
billions by one-third will not yield a 
comparison of profits for the two years 
in terms of economic gain. Steps such 
as the following must first be made 
to convert the charges against revenue 
to the same price level (1947) as the 
revenues : 


$17 _ billions 


representing only 


increase in inventory valuations (Department 


of Commerce estimate)......... 
Adjustment in respect of plant exhaustion (say) 


Profits of 1947 in terms of 1947 dollars...... 


If it is desired to compare the pur- 
chasing power of this sum with that 
of the profits of 1929, an adjustment to 
reduce it by about one-third is neces- 
sary. This would leave the 1947 profits 
expressed in 1929 dollars at $6.5 bil- 
lions. The 1929 profits in terms of 1929 
dollars were approximately $8.7 bil- 
lions. In the interval there has been 
an increase of more than 16% in 
population and, as already stated, an 
increase in production of about 65%. 

From the foregoing figures it would 
appear that in terms of purchasing 
power the corporate profits per capita 
in 1947 were about one-third less than 
in 1929.3 and the corporate profits per 
unit of production less than half that 
of 1929. 


th 
YU 1 


S 


7.3 billions 


$ 9.7 billions 


The question may well be raised 
W hethe r present forms of reporting cor- 
porate income, which give no hint of 
these facts, present an adequate and 
significant picture or afford proper 
guidance when they are employed 
the determination of national policies. 

On this point, the comment of an 
economist writing to an accountant 1s 
significant : ‘ 

“The writing-up of the stocks, therefore, 
should be to a price changes account, not 
to the general profits account. To the 
economist it seems that the accountant who 
professes to be so cautious in refusing to 
take notice of unrealized money gains, 
rushes to the other extreme of recklessness 
in treating any realized money gain as true 
profit. The accountants have reaped the 
storm. The Inland Revenue authorities have 
accepted their proposition, and now when 


3 The picture is not changed if c« orporate dividends for the two years are considered instead 
of corporate profits. The Department's estimate of corporate dividends for 1947 of $6.5 billions 
would be equivalent to about $4.3 billions in 1929 dollars as compared with $5.7 billions of 


dividends paid in that year. 
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prices are rising, taxation which is intended 
only to hit profits is in fact taxing a real 
part of the national capital. The fact that 
this habit of ‘thinking in money’ has ac- 
centuated the trade cycle in the past by 
imaginary profits in the boom and imagi- 
nary losses during the slump, may count 
for little in a postwar era of full employ- 
ment. But the fact that the habit recoils 
on industry in times of rising prices should 
count all the more—full employment long 
maintained is likely to be associated with 
an era of rising prices.”4 


Dr. Singer’s suggestion, that the writ- 
ing-up of stocks (inventories) should 
go to a price change account, wakes a 
responsive echo, for the author has 
long argued that we need a new cate- 
gory of accounts in the proprietary 
section in addition to capital and earned 
surplus. We have escalator clauses in 


contracts to provide for changes in 
price levels. Perhaps we should, as 
Dr. Singer suggests, have escalator 
accounts in corporate books. 

Meanwhile, some economics-minded 
management torn by conflict between 
its accounting and its economic con- 
science, and haunted by the admonition 
that “accountants would do well to 
consider whether they can help the 
economist in the preparation of, statis- 
tics by providing more accurate and 
more informative accounts’> may find 
the solution of their problem in the fact 
that there is no form of presentation 
to which they are bound by either 
conscience. 

We might then see a statement which 
would conclude somewhat as follows: 


Income before income taxes on the basis of costs and 
revenues at the same price level............000% Xx 


Add—To bring income into accord with presently 
established accounting principles: 
In respect of inventories. ............: eae ees bs 


In respect of property exhaustion................ Z 





Income before income taxes in accordance with 











accepted accounting principles...... Teer eT ery X+Y-+Z 
EVI@OMIO PAN OS io rear ov esonc ceereh ree ae Sin ieee eee —T 
Net income after taxes............ EAE ee besess X+Y+Z—T 
Carried to special surplus reserve............. er Y+Z 
Net income carried to earned surplus.............. X—T 


Such a method of procedure seems to 
be suitable when it is desired to con- 
form to existing standards and at the 
same time point the way to new and 
possibly more useful ones. 

If the present price level is main- 
tained, the effect of present accounting 
methods will be that there will have 
been reported as income, and subjected 
to tax as income, large amounts which 
represent no economic gain. To the 
extent that the price level falls there 








will be reported as reductions in income, 
or as losses, amounts which will not 
represent economic loss. If the fall in 
price levels were to approximate the 
rise that has taken place, the effects 
on industry would be disastrous and 
the corresponding relief from taxation 
would be inadequate even if the present 
provisions for carrying forward and 
carrying back losses for tax purposes 
were to be continued, which is perhaps 
doubtful. In any case, the effect of 


+Dr. H. W. Singer to W. F. Sewell Bray in the latter’s Precision and Design in 
Accountancy—Gee & Company, London, 1947, p. 119 and 120. 
5H. Norris in the Economic Journal (London) December, 1944, p. 383. 
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the present methods is to swell income 
and tax revenues in times of prosperity 
and diminish them in times of adver- 
sity. 


The Research Group might well 
study such questions as the following: 


(a) Is there any reason to believe 
that the Department of Com- 
merce is materially incorrect in 
estimating that reported corpo- 
rate profits after taxes for 1946 
and indicated profits for 1947 
amount to rottghly $29 billions 
and that over $10 billions of this 
total represent only a rise in the 
prices at which inventories were, 
or are being, carried? What 
steps could be taken to secure 
more accurate statistics on the 
point ? 


(b) If such an adjustment as is 
made by the Department, is 
necessary in determining the 
contribution of corporate profits 
to National Income, should a 
similar adjustment be made in 
respect of exhaustion and of 
long-term inventory items com- 
monly called capital assets? If 
so, what steps should be taken to 
secure the information necessary 
for an adjustment ? 

What are the social and eco- 
nomic consequences of regarding 
the taxing as corporate income 
an amount of which 20% to 30% 
(3314 to 50% after taxes) rep- 
resents no economic or _ real 


gain? 


Q 


(d) Is LIFO accounting, as now ap- 
plied, only a reasonable assump- 
tion as to the actual flow of 
goods and costs or more broadly 
a means of bringing costs into 
account on approximately the 
same price level? 

(e) If the broad view of LIFO is 
accepted, should accounting pro- 
cedures be revised so as to bring 
the cost of property exhaustion 
into account at approximately 
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the same price level as the reven- 
ues and, if so, how should this 
object be accomplished ? 

({) Should the situation be met by 
changes in methods of account- 
ing or by changes in methods 
of presentation or by supple- 
mentary information, assuming 
social usefullness to be the basic 
test of the appropriateness of 
accounting procedures ? 


This group of questions seems to the 
writer to be by far the most important 
that the Research has to consider. How- 
ever, there are other important subjects 
for study in relation to the concept of 
income. One of them is the concept of 
the enterprise as the accounting unit. 
It is this concept that underlies the ac- 
counting introduced in the public utility 
field in recent years which calls for the 
carrying and amortization of assets on 
the basis of cost to the first person who 
devoted the property to the public serv- 
ice, known technically as original-cost 
accounting (though not all the applica- 
tions of it). The use of consolidated 
accounts and the legal provisions relat- 
ing to tax-free reorganization may also 
be regarded as expressions of this con- 
cept. 

A postulate of accounting that might 
receive consideration is that which as- 
sumes the life of the enterprise to be 
indefinitely long. It is sometimes sug- 
gested that one of the merits of depre- 
ciation accounting is that it obviates 
reliance on this postulate but actually 
such accounting rests squarely upon it. 
For depreciation systems implicitly as- 
sume that the future life of the business 
will always be longer than that of any 
unit to which the accounting is being 
applied. 

The one accounting proposal that 
involves rejection of the postulate which 
has been suggested in recent years is the 
compulsory amortization of goodwill. 
The attempt is sometimes made to 
justify amortization of the cost of gen- 
eral goodwill on the ground that the 
value of the particular asset acquired 
disappears after a_ relatively short 
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period but may be replaced by other 
goodwill as a result cf expenditures 
subsequent to the original purchase. 
3ut the corollary to this somewhat fan- 
ciful concept would be that the subse- 
quent expenditure should be capitalized 
which is not the present practice nor 
contemplated by the proponents. This 
brings us to another feature of account- 
ing which merits examination, the dis- 
position to distrust intangible assets 
(such as goodwill and the like) and to 
attach undue importance to tangibility, 
using that word in the accounting sense 
to include accounts receivable, securi- 
ties, bank balances and other assets, 
which may be expected to be realized 
in the ordinary course of business. 

This attitude in turn may be a result 
of the importance attached to “objec- 
tive” evidence as a basis for accounting 
entries and of an unwillingness to 
attach weight to the motives which ac- 
tuate expenditures. But lack of objec- 
tive evidence upon which to base depre- 
ciation provisions has not prevented 
adoption of depreciation accounting. 
May not the development in the art 
and scale of publicity expenditures and 
the use of brand names have made the 
distrust of intangibles obsolete, and is 
there not a danger that the expression 
“objective evidence’ may become a 
shibboleth instead of a useful criterion? 

Still another postulate is the need of 
continuity in accounts. No one, however 
iconoclastic he may be, would question 
that continuity has a real importance 
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for it is like double entry itself an essen- 
tial part of the rigor which makes ac- 
counting superior to a collection of iso- 
lated statistics. However, there is some- 
times a disposition to attribute to con- 
tinuity an exaggerated importance 
growing out of the fact that it results in 
the availability of cumulative totals 
covering long periods. 

The value of accounting records of 
the past diminishes rapidly as the period 
covered by them recedes. Cumulative, 
or rather residual, balances of earned 
surplus built up over several decades 
have little practical significance. It may 
well be desirable while preserving the 
rigor of continuity to reduce the em- 
phasis on the value of the income ac- 
count as a statement of the aggregate 
operations over a long period of years. 

The subdivision of what is now the 
single account of Earned Profits to 
show separately profits from changes in 
price levels would add greatly to what- 
ever significance the cumulative record 
possesses, especially if in long time 
tabulations of income the index of gen- 
eral purchasing power for the year was 
noted. 

I would conclude this article by re- 
peating what I said of financial accounts 
in the Dickinson Lectures of 1937: 


“They are accounts of happenings in a 
world of business which is subject to con- 
stant and sometimes violent change and full 
of uncertainties; naturally they cannot rise 
higher in the scale of certainty than the 
events which they reflect.’’6 


6 Dickinson Lectures in Accounting, Harvard University Press, 1943. 
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APPENDIX A 


Accountant 


Trends in Reported and Adjusted Corporate Profits (A) 


(In millions of dollars) 








Purchasing 
power index 


i (B) 
adjustment (1935-39=100) 
(3) (4) 





Corporate 
profits 
Corporate Inventory after taxes 
profits valuation and inventory 
after taxes adjustment 
(1) 2) 
Serr Tree $ 8,188 $ 472 $ 8,660 
S50 ee eee 2,318 3,260 5,578 
OS cxtwerkenex ake’ - 1,279 2,414 1,135 
MEM sabe das ote eM lee cane — 3,390 1,047 — 2,343 
1S ee ~ 360 —- 2,143 — 2,503 
ais sia: x ate wanicie 3 917 - 625 292 
ee re 2,100 - 227 1,873 
ER sai Ginter wesc 4,169 - 738 3,431 
ee ee 4,563 - 31 4,532 
rr 2,042 963 3,005 
RS ele ree 4,821 - 714 4,107 
ae re 6,213 - 148 6,065 
a ore 9,155 — 2,617 6,538 
ES Sac ok reins Gah ea ah 9,208 — 1,274 7,934 
Seer 10,125 - 824 9,301 
ae ee 9,635 - 355 9,280 
SE. pikaiaweeuns 8,675 -_ 533 8,142 
Db einiwiie a eneeas 12,223 — 4,689 7,534 
$89,323 -$ 6,762 $82,561 
Ist 6 years 1929-34... $ 6,394 $ 4,425 $10,819 
2nd 6 years 1935-40... 23,908 - 895 23,013 
3rd 6 years 1941-46... 59,021 - 10,292 48,729 


84.4 
93.1 
110.2 
124.1 
122.0 
107.4 
100.5 
99.6 
93.2 
102.3 
104.3 
102.3 
92.1 
81.5 
78.0 
77.3 
76.0 
67.2 


(A) The figures shown in columns (1) through (3) were taken from “National 


for July, 1947. 


prices (Department of Labor). 
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a supplement to the Department of Commerce Survey of Current Business 


(B) Index represents purchasing power of the dollar as measured by wholesale 


Average index for first nine months of 1947 is 54.1. 
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APPENDIX B 


INVENTORY VALUATION ADJUSTMENTS 
AND OTHER STATISTICS 


FOR SELECTED INDUSTRIES AND 
INDUSTRIAL GROUPS, 1946 


Corporate Undistrib- Inventory 
profits uted corpo- valuation 


after tax rate profits adjustment 


(Millions of dollars) 


Mining and contract construction.... 585 373 — 104 
re 6,338 3,487 —2,831 
Food and kindred products........ 1,026 690 — 460 
Textile mill products. ..«..6...055 844 638 - 326 
Chemicals and allied products.... 837 449 — 247 
Iron and steel and their products, 
including ordnance ............ 738 424 - 349 
Machinery, except electrical...... 317 120 — 232 
Miscellaneous ..icksccecsecsuces 2,576 1,166 -1,217 
Wholesale and retail trade.......... VAP 1,953 —1,544 
Whotessla trade oc cesccccsectise 1,096 808 — 712 
Retail trade and automobile services 1,631 1,145 — 832 
Transportation, communications and 
| a er 1,235 310 - 211 
Total all corporations ............. 12,223 6,700 —4,689 


Source: National Income Supplement to Survey of Current Business, July 1947 U. S. 
Dept. of Commerce. 





Distribution of Corporate Depreciation Charges by Industrial Groups, 1942* 


(Millions of dollars) 





Mintag aad QUATTYINE: s oé.a5ss vend ensacaeeseneves 163 
MEAUERCCOTIN oc or Faire ensieeeeene eee 1,754 
Public. wtiitesi~.:. .ct.nent a wewcouone Heo areen een 1,076 
TER AG) hs: <eced ores oto rea ee SH 
SGEMIGED (i2id 0 sis. c oor BGR iene eet a roe a ee eee 154 
Punance; insurance; real estate. ete... 6... +s eens 374 
Niis@eliaii@O tts). .acs5, hark rerva oeievataeeaecte orettenenere erate 82 

i erry hee rer 3,914 


Source: Statistics of Income for 1942 Part 2. 
* Latest figures available. Aggregate for 1946 approximately $4 billion. 
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Staff Training Programs 


By Raymonp G. Ankers, C.P.A. 


T HE subject of staff training is an 
extremely important one. I believe 
you will agree that the reputation and 
prestige of every public accounting firm 
is largely dependent upon the integrity 
and ability of its staff. This dependence 
upon staff is applicable to all firms. 
Even though the principal of a firm 
maintains a close working association 
with a client, the client’s opinion of the 
firm is materially influenced by the 
caliber of statf representatives with 
whom the client has dealings. Public 
accounting firms being fully aware of 
this fact are willing to invest time anc 
money to develop high-grade staff ac- 
countants. 

Most large firms consider staff train- 
ing, at all levels, of prime importance 
and have established training programs 
to meet this need, Although these pro- 
grams vary widely in form and content, 
the purpose is always the same—the 
development of representatives who will 
reflect credit upon their employers in 
their dealings with clients: Of course, 





RAYMOND G. ANKERS, C.P.A., is 
the personnel manager of Lybrand, 
Ross Bros. & Montgomery, C.P.A’s., 
New York. He is a frequent author 
of articles on the subject of staff se- 
lection and training, and is a member 
of the Advisory Board on Occupa- 
tional Guidance and Placement of 
Pace Institute. Mr. Ankers is Vice- 
Chairman of the Society’s Commit- 
tee on Education and a member of 
its Committee on Publications. He 
is also a member of the American 
Institute of Accountants and of its 
Committee on Education. 

This paper was presented by him 
on October 31, 1947, at the First 
Annual Institute of The Georgia So- 
ciety of C.P.A’s. and The University 
of Georgia College of Business Ad- 
ministration. 
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it follows that men having this training 
also benefit and their services become 
more valuable. 


Training, an Investment 

In a sense, staff training is a specula- 
tive investment. However, the specula- 
tive characteristics will diminish and 
the investment will yield more gratify- 
ing returns if a training program is an 
integral part of a good over-all per- 
sonnel policy. If the program is, not 
coupled with good personnel practices, 
we are likely to find that turn-over in 
staff will be high and that return on 
investment will be low. In other words, 
the success or failure of staff training 
hinges upon a sound and well integrated 
personnel policy. 

This raises two questions ; first, what 
is a sound and well integrated person- 
nel policy and second, why is such a 
policy necessary to make staff training 
a worth-while investment ? These ques- 
tions are fundamental to the entire sub- 
ject and deserve our serious considera- 
tion, 

The first question as to a sound and 
well integrated personnel policy is suffi- 
ciently broad in scope to permit sub- 
stantial room for differing opinions. In 
my estimation such a policy contem- 
plates : 

1. Selecting beginners on the basis 
of their apparent potentialities to 
become supervisors or partners— 
not on their value at date of em- 
ployment ; 

2. Employing beginners who have 
the same general scholastic back- 
ground ; 

3. Employing staff members above 
rank of beginners for permanent 
positions only when these posi- 
tions cannot be filled by promo- 
tions ; 

4. Having a definite training pro- 
gram to facilitate advancement ; 
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Following closely the progress 
(or lack of progress) of all staff 
members ; 
6. Regulating assignment so that 
staff members will obtain experi- 
ence in diversified lines ; 
Entrusting staff members with 
more responsible work when they 
indicate the ability to assume it; 
8. Adjusting compensation periodi- 
cally on the basis of ability and 
progress—not on length of em- 
ployment ; 
9. Treating staff members as fellow 
professional men—not as clerical 
workers. 


Ni 


The foregoing which is necessarily 
brief is limited to those personnel prac- 
tices which seem most significant in re- 
taining well qualified staff members. 

Now, we come to the second ques- 
tion; why is it necessary to have such 
a policy to make staff training a good 
investment? The main reason, of 
course, has just been stated, namely, to 
reduce the turnover in personnel. To 
express this in accounting terminology 
—good personnel practice conserves the 
assets behind the investment. The as- 
sets referred to are the trainees. If a 
large percentage of these trainees do 
not remain with their employer, the 
value of the original investment be- 
comes questionable. 


Reasons for Training 

There are several specific reasons 
why large firms consider staff training 
necessary. Despite the excellent curric- 
ula in accounting and related subjects, 
which have been developed by colleges 
and universities, the student, even the 
accounting major having a fine schol- 
astic record, is not ready immediately 
to participate in audit engagements. 
Beginners without previous business 
experience and those who have had 
some clerical experience require orien- 
tation in public accounting to bridge the 
gap between theory and practice. It is 
highly desirable that this is obtained 
before they are assigned to engagements 
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requiring their presence in clients’ 
offices. 

We find that most beginners, includ- 
ing those who obtained degrees with an 
accounting major, are deficient in audit- 
ing knowledge and in the effective and 
proper use of English. The beginner 
who has had from four to six hours of 
auditing instruction, possesses a fairly 
good knowledge of auditing technic but 
unfortunately he knows immeasurably 
less concerning the applications or im- 
plications of that technic. During re- 
cent months I have visited a number 
of schools and have obtained the im- 
pression that greater emphasis is now 
being placed on the broader aspects of 
auditing. If this impression is correct 
we can look forward to the elimination 
of this deficiency in due course. In the 
meantime, staff training does materially 
benefit beginners in this connection. On 
the other hand, the time we devote to 
instruction in English is obviously in- 
adequate materially to assist beginners 
having an insufficient background in 
this subject. 

Staff training is also necessary at 
advanced levels to keep experienced 
men abreast of the constant changes in 
accounting and auditing practice, in 
Securities and Exchange Commission 
regulations, in tax laws, etc. Relaxation 
in training for experienced men could 
conceivably result in self-satisfaction 
or stagnation. Ours is a profession re- 
quiring constant diligence if we are to 
serve our clients w ell. 

As important as any of the iad 
ing reasons given for staff training is 
what might be called a by-product of 
such a program. I refer here to the 
splendid esprit de corps which is 
engendered through the knowledge that 
the employer is manifestly interested 
in staff development and progress. 


Training Beginners 
Most large firms have well defined 
training programs for beginners. The 
methods pursued in administering these 
programs vary widely but basically they 
fall into one of three general classifica- 
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tions. lor the purpose of this discus- 
sion I will refer to these methods as 
classroom, report department and on- 
the-job training. 

As indicated, the classroom and re- 
port department programs contemplate 
training beginners before they receive 
assignments to audit engagements while 
on-the-job training does not. The first 
two methods differ mainly in the pro- 
cedures followed and the time required 
for training. Before giving examples 
of these types of training programs, I 
wish to emphasize that training does 
not cease in the case of the classroom 
and report department methods when a 
beginner receives his first assignment. 
At this time he will commence on-the- 
job training. 

The firm with which I am associated 
inaugurated a formal student training 
program of the “classroom” type at 
its New York office some twenty years 
ago. Since then we have conducted 
such a course annually except during 
the war and certain depression years 
when very few students were employed. 
We have had students from 52 colleges 
and universities in our training classes 
and 54 per cent of these men are still 
with the firm. We are rather proud of 
this record particularly because the pe- 
riod covered includes several depres- 
sion and war years. 

I would like to mention here that 
Mr. A. R. Jennings of our firm pre- 
sented a paper at the recent meeting 
of the American Accounting Associa- 
tion in which he described our training 
program in considerable detail. His 
paper is to be published in the coming 
issue of the Accounting Review. May 
I also mention that any similarity be- 
tween his paper and what I am about 
to tell you concerning our training pro- 
gram is not purely coincidental. 

At the present time our New York 
office is conducting a training school 
which is being attended by approxi- 
mately 30 beginners who are college 
graduates with an accounting speciali- 
zation. Several of these men hold the 
master’s degree. However, most of 
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these trainees have had little, if any, 
business experience. This uniformity 
of background simplifies, to some ex- 
tent, the instructional problem with 
which we were faced in 1946. Because 
of the special personnel situation 
created by the war, not all of our 1946 
class were students in the usual sense. 
Although a high percentage of these 
students were college graduates their 
ages and business experience varied 
considerably. In this instance it was 
necessary to pitch our instruction at a 
level which would be most beneficial to 
the group as a whole—not too compli- 
cated for the inexperienced or too ele- 
mentary for the more experienced men. 
Except for this difference in approach, 
our present class is following generally 
the program we used last year which 
I will now describe briefly. 

Classes are held during working 
hours, five days a week for a period of 
eight weeks. During this period the 
students’ entire time is devoted to class- 
room work and the men are not avail- 
able for assignment to audit work. 
While no night work is prescribed by 
the instructor, most students indicate 
that they do considerable work on their 
own time. The program includes the 
following basic features : 


Audit practice case 
Lectures 

Talks by students 

C.P.A. examination review 
Mathematical problems 
Use of reference material 
Business machines 


[In addition, students receive a list of 
collateral reading material with which 
they are expected to become familiar 
including copies of the bulletins issued 
by the Committee on Practice of our 
firm. 

Although our daily program is flexi- 
ble, nearly every day some considera- 
tion is given to each of the above 
subjects except business machines. A 
typical day commences with a lecture 
by a member of the New York staff, 
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followed by supplementary comments 
by the instructor. After a brief inter- 
mission, the balance of the morning is 
available for work by the student on 
the audit practice set, C.P.A. problems 
or reference reading. On some days, 
however, no time is available for such 
study and research. 

Immediately after lunch, one of the 
students gives a ten minute prepared 
talk on some phase of auditing after 
which he answers questions posed by 
the class and leads a discussion on the 
subject matter. Next, the class works 
one of the addition or other mathema- 
tical problems, and the day is completed 
with the instructor’s discussion of a 
section of the practice set or part of a 
C.P.A. examination. The daily sched- 
ule is purposely flexible so that ade- 
quate consideration may be given to 
each point at the time it arises. 

An audit practice set is the founda- 
tion for the course. We are using a 
recognized published audit practice set 
which provides case material for mak- 
ing a balance sheet audit of an indus- 
trial concern on the basis of assumed 
facts. Each student is required to make 
the contemplated audit and to prepare 
a long form report on the examination. 
The work material includes a complete 
set of books of account; specimen 
documents; information as to the ac- 
counting procedures and internal con- 
trol of the client; instructions to 
students and, in some cases, copies 
of specimen working papers and audit 
report for the prior year. Each phase 
of the practice set is discussed by the 
instructor and amplified by technical 
lectures by staff members. 

The working of this practice case, 
together with the supplementary com- 
ments and discussions in class, is de- 
signed to give students practical ex- 
perience in the performance of an 
audit, including inquiry into the system 
of internal control, the development of 
an audit program, the carrying out of 
various audit procedures, and _ the 
preparation of a report. 

Supervisors and experienced seniors 
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are scheduled to present 28 lectures to 
our present class. An hour and a half 
of class time is set apart for these lec- 
tures, the presentation requiring about 
one hour and the question period about 
one-half hour. The subject matter of 
the lectures, where feasible, is illus- 
trated with examples from actual prac- 
tice and reference to actual working 
papers and reports. Starting with a 
general lecture on a subject such as the 
administration of an audit, the presenta- 
tions cover—inquiry into internal con- 
trol, audit programs, working papers, 
reports, audit procedures applicable to 
the various phases of an audit, income 
taxes, cost accounting, relations with 
clients, and audit problems of special 
types of engagements, such as banks, 
non-profit institutions, public utilities, 
investment companies, retail establish- 
ments, and mining companies. When- 
ever practicable these lectures are given 
at the time the subject matter is being 
considered in the practice set. 

Lectures and discussions on conduct 
of staff members are particularly im- 
portant. They should emphasize the 
importance of personal appearance, re- 
spect for confidential information of 
clients, and the proper approach to pro- 
fessional work. Of importance equal to 
technical auditing ability, is the ability 
to deal with people tactfully and main- 
tain their respect and confidence. We 
try to impress upon students that dif- 
ferences of opinion may be expected 
to arise in practice and that the account- 
ant should be able to present his case 
carefully, objectively, and convincing- 
ly. While it may not be possible to 
train staff men in the technique of get- 
ting along with people in business, 
sound advice and emphasis on its im- 
portance is of assistance. 

Several of our partners also appear 
before the class and discuss various 
matters of a professional nature, such 
as public accounting as a career, pro- 
fessional ethics, historical background 
of the firm, accounting societies and 
their work and the work of partners. 

We consider all of these lectures a 
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very important part of our training pro- 
gram. In addition to their instructional 
value, they also afford an opportunity 
for beginners to become acquainted with 
some of our partners, supervisors, and 
seniors and to obtain tangible evidence 
of the interest our firm has in the staff 
training program. I might also add that 
in some instances gathering the neces- 
sary data for these talks and presenting 
them serves as staff training for seniors. 

Previously, I mentioned that in the 
limited time available for training we 
cannot materially assist beginners who 
are lacking in ability to express them- 
selves effectively, orally or in writing. 
However, we do not overlook this very 
important subject. The short talks the 
students give before the class are criti- 
cized by both the instructor and class 
members as to the quality of the mate- 
rial and the manner of presentation. 
These talks on assigned subjects, not 
only give students experience in techni- 
cal research, but also in writing and in 
speaking before a critical audience. 
Furthermore, throughout all classroom 
work we constantly endeavor to impress 
upon staff members the importance of 


the effective use of English so that they @ 


will take necessary measures to improve 
their ability in this regard. 

After these beginners have completed 
the formal classroom training, unusual 
care is exercised in assigning them to 
audit engagements, and their progress 
is closely followed through the medium 
of personnel reports. These reports, 
which are applicable to all staff mem- 
bers up to the rank of supervisor, are 
submitted by a staff member’s superior 
promptly upon the release of the staff 
member from the assignment which the 
report covers. 

The following spring after these stu- 
dents have had approximately six 
months’ experience, a refresher session 
is held. The purpose of this session is 
to review the work performed by these 
men during the winter, to point out the 
specific faults which have been observed, 
to bring them up to date on recent 
developments and to give them an op- 
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portunity to discuss any questions 
which have arisen during their assign- 
ments and which remained unanswered. 
Faults and criticisms noted on person- 
nel reports are discussed with the group 
without identifying the individuals who 
occasioned the criticisms. If the re- 
ported faults had warranted such action, 
the delinquency had been discussed with 
the staff member involved when the 
personnel report was first received. 
Later, I will tell you about training 
programs for experienced men but now, 
I would like to review the training prac- 
tices for beginners used by other large 
firms. My comments concerning them 
will, of necessity, be rather brief. My 
knowledge of them is limited. 
Another large firm using the “‘class- 
room” method has an intensive three 
week training program for beginners. 
One of the main objectives of its school 
is to drill the men in the firm’s approach 
and procedures in conducting an audit. 
The instructors devote considerable 
time to the analysis of the more com- 
monly encountered ledger accounts, to 
the preparation of working papers, to 
the consideration of internal control 
and its relation to audit procedures and 
to the indexing and cross-referencing 
of papers. Two other objectives, of at 
least equal importance, are the develop- 
ment in trainees of an inquiring attitude 
and an unwillingness to adopt or follow 
any audit procedure without under- 
standing its purpose. In addition to 
those features concerned with develop- 
ing and strengthening audit skills, be- 
ginners also listen to talks by staff men 
and partners relating, among other 
things, to the history and policies of 
the firm, accounting and auditing work 
in specialized fields, accounting releases 
of the firm, annual reports of stock- 
holders and reports and statements for 
the Securities and Exchange Commis- 
sion, This firm’s training program also 
introduces the interesting and unique 
feature of having students compete for 
honor ratings in their class on the basis 
of outstanding wark. The honor is 
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earned both for themselves and the 
offices they represent. 

Having given two examples of the 
“classroom” method, let us turn to the 
report department method of training 
beginners. Prior to the war this method 
was used by a number of firms. Since 
World War II, however, a high per- 
centage of beginners are veterans and 
they are reluctant to start their careers 
in a report department. These men, 
realizing that they have lost valuable 
time, are anxious to start field work 
without delay. Since they are older 
and more mature in judgment, the 
urgency to get ahead may partially off- 
set the advantages younger men ob- 
tained through several months of train- 
ing in the report department. Only time 
will give us the answer to whether or 
not this is true. 

However, because of this condition, 
several firms have not as yet renewed 
their former practice of training men 
in their report departments but I am 
informed that they do expect to rein- 
state this program when younger col- 
lege graduates become available. The 
time alloted to this type of training by 
different firms varies from a few weeks 
to a year. 

As you probably know, it is generally 
the function of the report department 
to proof-read all reports. This includes 
comparing manuscripts with typed re- 
ports, checking reports for mathemati- 
cal accuracy, comparing amounts which 
appear in the text of reports with cor- 
responding amounts shown on the state- 
ments contained therein or with other 
sources, such as the prior year reports 
and working papers. The final work 
of the report department is to read the 
report in its entirety for grammatical 
errors and inconsistencies in text mat- 
ter. The report departments of some 
firms are also intended to provide an 
independent check to determine that 
reports contain no errors in the appli- 
cation of accounting principles, insofar 
as this is possible from the reports 
themselves, and also to ascertain that 
the requirements of the Stock Ex- 
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change, the Securities and Exchange 
Commission and other governmental 
agencies have been met. 

Although certain phases of the re- 
port department work may become 
monotonous, it unquestionably incul- 
cates in the beginner the importance of 
accuracy in dealing with figures and of 
care in the preparation of both working 
papers and reports. During slack pe- 
riods when beginners are not occupied 
with report department work, they re- 
ceive instruction relative to field work, 
procedures and practices of the firm 
and other pertinent matters. 

To this point, the training methods 
discussed have been of a formal type. 
On-the-job training is not. It might be 
called an informal or training-by-ex- 
perience method. On-the-job training 
for both beginners and accountants at 
advanced levels is, without doubt, the 
most important training they receive. 
It follows, therefore, that no less con- 
sideration should be given to training 
of this type than to the formal ones 
previously described. Perhaps the ideal 
program is on-the-job training, supple- 
mented by previous formal training, 
but this combination is not always feas- 
ible. Either with or without formal 
staff training, actual experience under 
the direction of well-qualified account- 
ants is essential. By “well-qualified 
accountants”, I refer here, not only to 
good technicians but to men who are 
also good instructors. 

The keystone to a successful on-the- 
job training program is care in making 
assignments. As indicated, this matter 
of assignments relates both to the 
“trainer” and the “trainee”. Super- 
visors or seniors under whose di- 
rection and guidance beginners are 
to work should be selected on the 
basis of their ability and interest in 
training men. The “trainer” should be 
fully informed concerning the scholastic 
and experience background of each be- 
ginner placed under his supervision. 
This “briefing”, as we learned to call 
it during the war, should continue for 
at least the first year as the beginner 
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gains experience and is transferred from 
one to another of these men. 
Phe type of engagement to which be- 
re assigned should also receive 
serious consideration. It is highly de- 
sirable to rotate assignments so that 
they will obtain diversified experience 
under the direction of different super- 
visors and seniors. They learn in this 
way that there is more than one ap- 
proach to problems of the same charac- 
ter and that records and procedures 
vary widely in different businesses. 
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Obviously, there is no fixed or even 
uniform on-the-job training method. 
Training under this method depends 
upon the nature of the engagement, the 
specific work to which the beginner is 
assigned and the accountant under 
whose direction he works. However, 
some rather general observations can 
be made. For example, the beginner 
should be encouraged to ask questions. 
He should receive specific instructions 
with reference to the work assigned to 
him and its relation to the engagement 
as a whole. He should be guided in 
his relations with clients, encouraged 
in his work and, of equal importance, 
his work should be the subject of con- 
structive criticism. When he shows the 
ability to handle more responsible work 
his assignments should be varied ac- 
cordingly. 


Advanced Training 


If the fundamental purpose of staff 
training is the development of men for 
top staff positions, it is manifest that a 
discontinuance of training at the junior 
level would negate this objective. The 
acute shortage of senior accountants at 
the present time is indicative of the need 
to attain this objective. I have talked 
with representatives of a number of 
the large firms and they all agree that 
this shortage will be eliminated only 
when men within their own ranks can 
be advanced to fill these vacancies. The 
reason for the shortage of seniors is 
fairly obvious. It is the result of hav- 
ing but few young “ert available for 
training for the period of approximately 
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six years, immediately preceteny and 
during the war. 

There is considerable room for etfec- 
tive training between the junior level 
and that of supervisor or partner and 
although training in this area is gener- 
ally less definite than the formal train- 
ing provided for beginners, it is cer- 
tainly not less important. As the staff 
member advances in ability, training 
and added experience become practi- 
cally synonymous, and the method of 
training, basically, is resolved to careful 
supervision and personnel administra- 
tion. Other forms of training in this 
area should be looked upon as collateral 
to on-the-job training rather than as 
substitutes. 

Staff members and partners alike 
must keep informed concerning current 
developments affecting the profession 
if they are to go forward or even hold 
their present niches in the profession. 
Because of this, a staff member is en- 
couraged to obtain a C. P. A. certificate 
as soon as he becomes qualified to do 
so. After obtaining his certificate he 
is urged to join and take an active part 
in a state society of certified public ac- 
countants and in the American Insti- 
tue of Accountants. The National, As- 
sociation of Cost Accountants is still 
another organization brought to the at- 
tention of those who have a special 
interest in cost and management prob- 
lems. By taking an active interest in 
the work of these and similiar organiza- 
tions and reading their publications, 
staff men are able to keep abreast of 
developments in the field and broaden 
their acquaintanceship with others in 
the profession. 

Staff meetings are another medium 
through which advanced training is 
given. Some firms follow the practice 
of having regular monthly staff meet- 
ings to discuss current developments or 
a selected subject relating to accounting 
matters or staff work. Generally such 
meetings are held after working hours. 
Other firms consider it more desirable 
to hold staff meetings only when it be- 
comes apparent that a particular sub- 
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ject warrants this action. These firms 
believe that special purpose meetings 
are more effective than regularly 
scheduled ones. Such meetings may be 
called to consider research bulletins 
issued by the Committee on Account- 
ing Procedure and the Auditing Pro- 
cedure Committee of the American In- 
stitute of Accountants or they may be 
called to discuss general firm practices 
relating to a particular subject of cur- 
rent interest. 

A number of firms arrange to have 
these méetings conducted entirely by 
staff members or jointly by staff mem- 
bers and partners. This is done pri- 
marily to encourage active participa- 
tion and discussion by the staff, and it 
appears that such meetings are gener- 
ally more beneficial for that reason than 
those conducted by partners. However, 
it is definitely desirable, if not essential, 
to have partners present at all such 
meetings. 

Another method in common usage 
by large firms to keep staff members 
currently informed on accounting and 
related subjects, is the issuance of bulle- 
tins. Our firm has several series of 
these bulletins, one series relating to 
accounting practice and procedure mat- 
ters, another to S. E. C. matters and 
others to tax matters, etc. Every staff 
member is provided with a copy of 
each bulletin. Collectively, these bulle- 
tins serve as a guide when questions 
of general firm policy arise. They also 
supply staff members with informa- 
tion which probably would not other- 
wise readily come to their attention. 

When large firms find that they have 
too few men with adequate knowledge 


in a particular specialized field, such as 
banking, brokerage, department stores 
or mining companies, they organize 
training classes to remedy this condi- 
tion. These classes differ from staff 
meetings in purpose, in manner con- 
ducted, in selection of personnel for 
attendance, in size and in time required 
to attain the objective. The best results 
are obtained when classes are limited 
to a miximum of 25 or 30 staff account- 
ants having similar experience back- 
grounds. An instructor is appointed to 
conduct the class and a definite train- 
ing period is decided upon in advance. 
The time required is governed by the 
subject matter to be covered. In some 
instances two or three evening sessions 
might suffice while in others a week 
or longer, during working hours, might 
be necessary. 

Although there are various other 
means of training experienced men, 
time does not permit a more extensive 
discussion of this subject. 


Conclusion 

A staff fraining program is a long 
range plan for a competent staff at all 
experience levels. It is a means to an 
end. The end result is a staff of high- 
grade accountants who reflect credit 
upon their firm in all client relation- 
ships. 

In a profession such as our, where 
the reputation of the firm and the staff 
is interdependent, the existence of mu- 
tual respect is essential. The co-opera- 
tive spirit and interest engendered by 
staff training is a material factor in 
the attainment of this ideal. 
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Selecting and Screening 
Accounting Personnel 


By RAyMonpb F 


M* COMMENTS on the matter of 
selection and training of account- 
ing personnel will apply particularly 
to the smaller firm. However, the ob- 
jective in selecting personnel should be 
the same for the smaller office as in the 
large office: it is to bring into its fold 
the highest type of person available to 
the profession in recognition of the 
fact that the service any profession can 
render is largely dependent upon the 
quality and stature of its practitioners. 

Today there is no doubt that the 
universities and colleges that provide 
adequate training are the best sources 
of accounting personnel. There is quite 
a problem, however, in screening and 
selecting the proper personnel. I feel 
that the research that the American 
Institute of Accountants has done in 
the field of personnel seleetion should 
ultimately prove of great value in se- 
lecting accountants. As you probably 
know, the American Institute of Ac- 
countants’ Committee on Selection of 
Personnel has done quite some good 
work, The two principal problems are, 
first, to inform students about the pro- 





RayMonp F, Murpuy, C.P..A., 
has been a member of the Society 
since 1936, and also holds member- 
ship in the National Association of 
Cost Accountants and the American 
Institute of Accountants. He is pres- 
ently President of the Syracuse 
Chapter of the Society and a mem- 
ber of its Statewide Activities Com- 
mittee. He is a partner of the firm 
of Stover, Butler & Murphy, Syra- 
cuse, New York. 

This paper was presented by him 
on September 26, 1947, at the 14th 
Annual Conference of the Society, 
held at Saranac Inn, N. Y. 











26 


. Murpuy, C.P.A. 


fession and then, second, to develop 
facilities to assist colleges and prac- 
titioners in identifying students or ap- 
plicants having substantial promise of 
success in the public accounting field. 

The Committee has developed three 
tests, (1) a general intelligence test and 
(2) a level-one test that applies to the 
students with one year of accounting 
and (3) a level-two test for students 
who have majored in accounting. It 
appears that the use of the general 
intelligence test and the level-two test 
should prove very valuable in selecting 
personnel for a staff. I feel that such 
a plan of testing and screening could 
be used by the small firms as well as the 
large. 

I think. the small practitioner fights 
the element of time quite a bit in many 
matters of administration of his of- 
fice. As our chairman put it, “They 
don’t properly allocate time to their 
various duties, while the larger firms 
ordinarily have well organized per- 
sonnel departments or a partner in 
charge of employment”. 

Another problem the smaller firm is 
now confronted with is the matter of 
competition for personnel with these 
larger firms. As we understand it, 
they are now sending men into the field 
at graduation time, or before, to con- 
tact the men in the top category of their 
classes. So, of course, we, in the 
smaller firms, are confronted with the 
necessity of taking what is left, unless 
we can find ways and means to attract 
them to our firms by selling them on 
the advantages of a small firm or, as 
we used to be able to do, by selling 
them on the idea that living costs are 
much lower in the small towns. But 
now upstate, at least in Syracuse, living 
costs appear to be nearly on par with 
New York City. 
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As I see it, the small practitioner 
must allocate time to interview and 
screen applicants properly and must 
use such tests as are available to deter- 
mine whether or not these men will 
vork out in the public accounting field. 
On the matter of staff training, I feel 
a small firm is confronted with the very 
same problem as the large firm, that is, 








to fill the gap between accounting 
schools and accounting training and 
ictual practice. We, in Syracuse, have 
felt the need of a training program for 


quite a while; but again, it is a matter 
of allocating time and scheduling it to 
prepare adequate and complete training 
programs. In our firm, and I know in 
some of the other firms in Syracuse, we 
have given some thought to training 
programs but have not formalized them. 
This year, we have finally evolved a 
plan that we hope will work. It is 
a cooperative plan of the various firms 
in town and sponsored by the Syracuse 
Chapter. 


OAD 





What we propose to do is to utilize 
one of the current auditing textbooks 
as a basis for a training course. Our 
course will have to do with the practical 
application of auditing techniques, pro- 
cedures and principles. We propose 
that each office will: supply its staff 
members (who will attend the meet- 
ings) with a copy of the text. Assign- 
ments will be made in advance for study 
and review. At our meetings, we pro- 
pose to have a staff member from one 
of the firms conduct the class. The 
objective of the meetings, of course, 
wili be to indoctrinate these new men 
in the ways and means of applying the 
auditing procedures that they have 
studied and learned in school. 

This will be our first real attempt 
at staff training in Syracuse, although 
I believe one office made some progress 
last year. I believe that staff training 
is a problem, and one to which we in 
the smaller firms must allocate time, in 
order properly to plan and execute an 
effective program. 
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Expanding the Accountant’s Services 
and Practice 


By Ropert E, Staunton, C.P.A. 


ie chairman said originally that the 
small accountant had the green 
light to go ahead; and I think that that 
means that there are many avenues in 
which he can expand. Then he limits me 
to ten minutes to try and describe 
these avenues ! 

Everyone of us has to do the things 
that the previous speakers have been 
talking about. When he starts a prac- 
tice individually, he must, of course, be 
acquainted with the accounting and 
auditing procedures, tax laws, and so 
forth; and he must plan his own en- 
gagements. 


Staff Training 

As soon as he gets into practice and 
gets two or three jobs going, he finds 
that he needs help. Then he must select 
employees and, as soon as he selects 
employees, he has to start all over again. 
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He has to revise his planning of en- 
gagements so that they can be handled 
by employees. He has the problem of 
staff training. And then he has to re- 
vise his own supervision of engage- 
ments because, in the original analysis, 
he was supervising his own work and 
now he’s supervising someone else’s 
work. 


Partnerships 

And then, of course, he grows a little 
farther, and he finds that he needs 
more responsible persons at the top 
of his organization, and he gets into 
the problems of developing a partner 
and partnership agreements. Then, he 
has to go clear back to the beginning, 
revising the plan of his engagements ; 
retraining his staff to some extent be- 
cause of the new responsibility of the 
partnership; changing the method of 
supervision, because there is going to 
be a division of authority and respon- 
sibility since, of course, the new part- 
ner is going to take over part of it. 


Promotion 

Of course, when he gets all through 
organization, he has to have some time 
for recreation—a definite need from a 
business as well as a health angle — 
and he has to keep up-to-date on read- 
ing the literature of the profession. For 
instance, George May’s story of the 
“Future of the Balance Sheet” should 
give us some thought. 

How is he going to expand his serv- 
ice? I think that there are opportunities 
galere for the expansion of service, and 
I am sorry that I am not able to agree 
with our previous speaker as to the 
approach of the accountant to the busi- 
ness problems. 

We try to get into the business prob- 
lems of our clients and to give them 
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Expanding the Accountant's Services and Practice 


advice where we can give it. In our 
organization we try to have someone 
aware of business problems. In our 
small organization, we confined that job 
of giving clients advice to the part- 


ners. 


Why Discuss Expansion 


I think that one of the reasons why 
many accountants don’t cross over into 
the business advice field is that they 
have so many specific accounting en- 
gagements that they just don't think 
or try fo get over into the other field. 
Their experience is limited by the fact 
that they never tried. But don’t forget 
that there was a day when everyone 
of you couldn’t walk, and you had to 
try; and then after many trials you 
walked. Now, if we can take the prob- 
lem of a client, which we ourselves see, 
even though the client may not have 
expressly asked us to study the prob- 
lem, we can study it from the stand- 
point of a businessman; put ourselves 
in the other man’s shoes; apply our 
knowledge of business and our 
particular knowledge of his problem 
(which is probably greater than his 
knowledge of it) and our broad point 
of view, which is attained by serving 
many clients; and we can give better 
thought, more constructive thought, to 
the solution of the problem. We can 
also learn as we solve. 


Preparation 


I wonder how many of you have 
ever read Dr. Frederick Sheldon’s pa- 
pers on constructive selling? In these 
papers Dr. Sheldon tries to teach us 
to sell ourselves; and, among other 
things, he makes a particular point of 
teaching us to “Give and then Receive”. 
In other words, he tells us that we must 
put a little coal on the fire and then 
turn on the drafts and we will get more 
heat. We can’t just tell the fire to give 
us more heat and we will feed it more 
coal. Likewise, with the client, we 
can’t just say, “Give us some problems 
and we will give you some solutions.” 
It seems to me the way to attack the 
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broadening of our experience and of 
our ability is first to solve some prob- 
lems that the client may not even have 
noticed, and then to bring the solu- 
tion of the problems to him; he will be 
glad to pay for the solution, if it’s 
sound. After we have solved a few 
problems for a client, there will be 
points where we can help him, and 
shortly after that he will begin to ask 
us for help in fields in which we don’t 
at present work. Thus, we can ac- 
cept his assignments, solve his prob- 
lems, and broaden our business. 


Tradition 


I think that the tradition of our 
profession is somewhat of a handicap 
in stepping over in this new direction, 
but I firmly believe that we should 
step that way. I think that Mr. May’s 
story of the balance sheet is a step in 
that direction—to try to make the bal- 
ance sheet more intelligible to out- 
siders. And I think that’s definitely 
one of our problems—to study his 
method; to improve, or modify his 
method; to learn how to use it. Take 
the client’s figures and set them up in 
the form that Mr. May suggests, and 
review and criticize until we are fully 
aware of what he is trying to do; and 
then, maybe, we can take some of these 
figures to clients and show them how 
the revised statement gives a clearer 
picture than the former set-up. 

In making a change in accounting 
procedure, whether it is in the method 
of doing the work or in the method 
of presenting the statements, we must 
be careful to continue our comparative 
statements in the old form for at least 
a year after we make the change, sub- 
mitting statements in both forms to the 
clent so that he can compare backward 
with the old methods and can utilize the 
new methods to tell him more about his 
business. Each of us has to take time 
out to do the broadening necessary 
to get over into this field. In fact, I am 
sure that many of you do now find it 
profitable because you are in those 
fields. 
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we can improve ourselves; the operat- 
ing statement is another place wh ere 
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We had a discussion, for 





information. 


instance, before the Rochester Chapter, 
lead by a statistician whose business 
it is to present information graphical- 
Iv. He showed us how he could present 
23 vears’ balance sheets and 23 years’ 
operating statements on one piece of 
paper and make them intelligible, make 
them understandable, and make them 
show trends, and to show in many cases 
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picture soundly, and I think that that 
takes some business judgment, some 


knowledge of business in order to be 
sure that we are presenting it. I thi 
must have that judgment and must use 
it. | think we must analyze, on oc- 
casions, the cost svstems of our clients; 
not just cost analysis but a study of the 
basic system. That is more nearly 
true accounting than it 1s business 
management, but it will lead us to 
better business management. 
of us, I believe, even get into the 
analysis of basic methods. I think that 
if we are offering good business advice 
to our client, we can sometimes analyze 
the reports which pass between depart- 
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Special Services 

I can only speak from experience, 
but I can tell you that we are at present 
in the negotiation of a union 
and I think that that’s an 
The union is asking, 
in this particular case, for more than 
client thinks he can pay, and it is 
ur problem to find out how we can 
balance that down to what the client 
can pay and satisfy the majority of the 
union demands. We have had problems 
on real estate—Should a client buy or 
rent? Possibly he is renting—Should 


assistino 
issisting 
t 


contrac 
accountant’s job. 


he buy the building? Should he buy 
it himself or should he have a sub- 
sidiary corporation buy it? Or, pos- 
sibly, if he is oper ating as an indis ridual 
: ; 


~Should his wife own the stock in the 
corporation which buys the building ? 
These problems come up and they have 
to be Enna from the standpoint of 
tax saving, and they also have to be 
discussed from the standpoint of busi- 
ness utility. There are always pos- 
sibthties to watch both from the tax 
and the business angle. The question 
of proprietorship or corporation is, I 
think, a specific problem which should 
be one of our targets. The methods of 
incorporating are problems of the at- 
torney and we must be careful not to 
encroach on the field of the attorney; 
but the principles back of proprietorship 
or corporations are our problems—Is 
the corporation or the partnership the 
best method of doing business for this 
particular industry ? 
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\Ve can’t draw the agreements to 
sie soapy Oe or to incorporate 
iy, but we ca 1 pl an what those 
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accomplish, determine the amount of 
capita! involved, and advise the pros- 
pective investors how to go about it, 
rec rt they see their at- 
lients come in and 
as he h uld sae in a 
business or not. That requires an 
analysis of the balance sheet and the 

rating statement, the study of what 

business has before ‘ be: that 
is not just historical accounting; that 
1s forward looking business counseling. 
The sale of a business, the dissolution 
of an unsafe partnership, the replace- 


ment of officers, those are all things 
that we can get into. We have even 
gone into another field, where we have 
factory results in a de- 
have pointed to those 
results and assisted in making changes 
in supervision which would correct the 
‘ondition. 
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ven the planning of a client’s will 
can be partly our problem. Recently, 
where a client had planned a certain 
disposition of his property, we studied 
it not only from the tax angle, but 
business angle. What would 
happen after his death? How well could 
others carry out his objectives? Then 
of course, he took the matter to his at- 
torney and had his n, drawn. So 
much for specific problems, the first 
part of the subject the sees of 
a practice and services. 

[ think there is plenty of green light 
ahead for us if we'll look for it and 


if we'll learn to do business counseling. 
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Public Affairs 

The participation in public affairs, 
which is the second part of the sub- 
ject assigned me, is one in which I am 
vitally interested. Each of us, everyone 
of us should be on a civic committee 
of some kind in our locality. In Roches- 
ter I think that we have a history 
of a Certified Public Accountant ap- 
pearing only once or twice on a mayor’s 
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committee on any problem. We should 
be in a position where we're asked to 
do some of this committee work, and 
you can't get into the it position by ask- 
ing the mayor. You have to accept jobs 
in other fields and eventuall y show vour 
worth. And when that worth is dem- 
onstrated, I think we can participate 
and I think we will be asked to partici- 
pate, and I think it will be to the ben- 
efit of the profession and ourselves. 


The question of membership drives, 
for instance in the Chamber of Com- 
merce—I think that is a field in which 
we should work, not to locate clients 
but to get out and work for the benefit 
of the town and the Chamber of Com- 
merce and the profession. And I think 
it is a benefit to the profession and will 
help the profession and it can help each 
of us that gets into the work. With 
respect to committees in the Chamber 
of Commerce—there are quite a num- 
ber of jobs that need attending to there, 
and need strengthening by the addition 
of C.P.A’s. The Committee on Busi- 
ness Trends in Rochester is one in 
whose activities I parti cipate and I en- 
joy it very much and get benefit from it. 


Education 

The Syracuse Chapter is doing some- 
thing in the training line, as Ray 
Murphy told us, and I want to men- 
tion something that we are trying to 
do which I think is in the nature of a 
public service, although it is not going 
to reach the whole of the public. We 
are holding a meeting next May on the 
subject of “Training for Accountancy” 
and our program is developed to the 
point where we will have, we hope, the 
top accounting men, that is, the su- 
pervisors of the accounting training 
work at the University of B Suffalo, the 
Syracuse University and the University 
of Rochester on a panel before our 
group for the purpose of studying the 
educational methods used in account- 
ancy training in the three universities. 
We had a similar panel last May in 
which only a representative of the 


K 





The New York Certified Public Accountant 


University of Rochester was present. 
During the discussion and later after 
the meeting, we discovered that there 
are organizations which had established 


specific auditing training programs 
based upon the use of the books of 


bankrupts secured from Referees and 
other sources. We are not aware of 
how to get hold of those books, but we 
have a man in Rochester who is con- 
nected with a firm that has done that, 
and we’re asking him to lead that panel 
and to try and get some books that 
would be beneficial to the University 
of Rochester and which we can present 
to them at the time of this meeting 
as laboratory equipment for the study 
of auditing. Our University is serious- 
ly considering adding a fifth year to its 
accounting courses for the study of 
auditing, and our opinion in Rochester 
is that it will be a good thing for the 
University and for us when the students 
come out. We think that’s a good thing 
for us to get into. We think that it is 
a public service and we're going into it. 


Summary 


Our chairman has pointed out that 
there are many fields in which we can 
work and that the green light is on, 
and that we can go into these fields 
wholeheartedly and with benefit to our- 
selves and the profession. I have tried 
to discuss some of those fields, even 
though they are somewhat distant from 
the accounting field. Then I have tried 
to point out that public service in the 
Board of Trade, the Chamber of Com- 
merce, or other local civic bodies, 
together with appearances before vari- 
ous groups including clubs and service 
organizations, will be beneficial to our- 
selves and to the profession. I have also 
tried to emphasize the fact that we have 
a specific interest in the education of 
the boys who will be the accountants 
of 1960 and 1970, and that we should 
get into that field and help the univer- 
sities and educational institutions to do 
a better job than they are now able to 
do, so that our profession may continue 
to grow, expand, and uphold and im- 
prove its high standards in the future. 
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An Expanded Concept of Accounting 


Services 
By Joun T. Murray, C.P.A. 


ROFESSIONAL accountancy origi- 

nated as an adjunct to large scale 
capitalism and its growth in the past 
century has been largely contempor- 
aneous with the emergence of the 
complex entities and far flung activi- 
ties of modern commercial enterprise. 
In the simpler economic society 
theretofore existing, the functions of 
recording and interpreting the events 
that took place in the daily affairs of 
a business were delegated to clerks 
or assumed directly by the proprie- 
tor. There being little need for any- 
thing more than a historical record 
of these events and memoranda of 
amounts owing, amounts due and 
assets on hand, there was little neces- 
sity for a professional class to assist 
in the undertaking. Thus, there were 
only a handful of individuals who 
held forth to the public a specialized 
knowledge of recording techniques, 
and who were prepared to interpret 
and to verify records prepared by 
others. 

The need for the public accountant 
arose when ownership became sev- 
ered from management, necessitating 
the interposition of an independent 
third party to protect the financial 
interests of a multitude of investors, 
and when business activities expand- 
ed, both in volume and intricacy, toa 
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peint where the limited training and 
perspective of privately employed 
bookkeepers were no longer fully 
equal to the task of supplying com- 
plete, accurate and authentic infor- 
mation to those who owned and man- 
aged the enterprise. 


While accountants have made 
their greatest strides, and have 
achieved recognized professional status 
in the service of large corporations, 
the smaller business represents a 
field of activity into which they have 
scarcely ventured. This statement 
may, at first glance, seem paradoxi- 
cal, since the recent high tax years 
have witnessed an unprecedented de- 
mand for accounting services from 
all strata of business. However, the 
paradox resolves itself when it is 
considered that this increase was not 
attributable to an awakened under- 
standing of the potential value of the 
accountant as a general business 
counsellor, but was largely due to an 
intensified demand for the same kind 
of service which had theretofore been 
rendered, namely, preparation of tax 
returns and, less frequently, review 
or audit of books and records. 

The continual narrowing of the 
scope of free enterprise through gov- 
ernmental regulation and govern- 
mental participation in profits by way 
of taxes, together with the quickened 
tempo of competition, has made it 
imperative that the business owner 
or executive minimize consideration 
of operating details and confine his 
efforts to those vital matters upon 
which the success, or even continued 
existence, of the business depends. 
In so doing, he must bypass the multi- 
tude of special problems of a rela- 
tively minor importance which, 
nevertheless, are increasing as busi- 
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in insurance, taxation, accounting, 
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knowledge of these auxiliary activi 
ties. In smaller business identical 
problems are presented in minature 
and there is frequently no one but the 
harassed proprietor, or sales and pro- 


duction conscious corporate officers, 
to give them attention and resolve 
them to best advantage. 

It is at this junction that the public 
accountant can render a real service 

) the business community and, at the 
same time, immeasurably enhance 
his status as a professional adviser. 
By broadening the scope of his serv- 
ice to include consideration of these 
technical matters, he can, in effect 
provide a comptroller-treasurer serv- 
ice to organizations small for a 
full-time financial officer and can 
achieve some ‘thing of the profe ssional 
intima icv with his clients’ economic 
affairs that is enjoved by lawyers and 
physicians matters within 
their respective spheres of activity. 

Several questions may well arise in 
relation to the nature and practica- 
bility of these added responsibilities 
which accountants are being urged to 
undertake. In the first place, it is 
quite obvious that the public account- 
ant is not, and never will be, as well 
equipped to give advice on questions 
of insurance, investments, govern- 
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mental regulations, and so forth, as 
specialists in these fields. It is cer- 
tainly not ent of this article to 
intimate that accountants can lay claim 
to omniscience in all economic mat- 
ters and replace the highly spectal- 
ized advisers in various economic 
( a the contrary, it is merely urged that 

e public accountant undertake consid- 
eration of the broad cor apr of 
sense, and 
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these matters in the same 

with the same degree of skill pine 
understanding that would be ex- 
pected of him were he the financial 
officer of a business organization, 
devoting his entire time to a single 
company’s affairs. It should be his 


duty to study the broad outlines of 
the problems as they arise, to resolve 
anes he can, and to recommend to 
the management the employment of 


specialists when the need for their 
services is indicated. 

This expanded —— of account- 
ing service may be tangibly illu- 

trated by a bs I of the hand- 
ae by public accountants of a few 
representative items with the treat- 
ment which would ordinarily be ac- 
corded such items by a full-time 


financial officer. 


Workmen’s Compensation 
Insurance 


The usual approach by public 
accountants to workmen's compen- 
sation insurance consists of deter- 
mining the accuracy of prepaid and 
accrued amounts at periodic inter- 
vals, vouching the bills and other 
supporting documents, and_ <leter- 
mining that refunds have been properly 
recorded in the accounts and have 
not been diverted from the client’s 
funds by fraud or error. A broader 


treatment would encompass verifica- 
tion of the correctness of the manual 
rates and classifications used by the 
insurer, a detailed check of the com- 
putations made by the insurer in ar- 
riving at the periodic charges. and 
investigation of the various possibili- 
for savings, such as executive 


ties 
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salary exclusions and limitations, 
self-insurance plans and segregation 
in the accounts of overtime premium 
pay from overtime at straight time 
rates. It would not involve prepara- 
tion or trial of cases before the Work- 
men’s Compensation Board or sug- 
gestion of major changes in the com- 
pensation insurance program without 
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the advice of an insurance consultant. 
In an actual instance, inspection of 
the insurance company invoices and 
comparison of the classifications used 
against the rate manual resulted in 
material savings to a client. The 
plant was engaged in welding and 
machining work and the productive 
labor force was about evenly divided 
between welders and machinists. It 
was noted that the insurance com- 
pany classified all productive work- 
men as welders, and that the rate 
per S100 for welders was approxi- 
mately twice that for machinists. 
The client’s insurance agent was ad- 
vised of this and a substantial refund 
was secured. In another instance, 
it was discovered that several com- 
pany executives having incomes in 
excess of $25,000 a year were being 
included by the insurer in its of- 
fice and clerical payroll classifica- 
tion at their gross salaries. The 
terms of the policy provided that 
officers could be entirely excluded 
from coverage, under certain cir- 
cumstances or, if included, the 
premium was to be computed on a 
maximum salary of $5,200. This, 
together with other less flagrant 
discrepancies noted, resulted in a 
substantial refund and a lowering 
of annual compensation insurance 
costs. In this case, also, the client’s 
insurance counsellor was advised of 
the facts and the steps necessary to 
secure the refund were taken by him. 
Other instances might be cited, but 
those set forth above serve to 
illustrate the extent to which the pub- 
lic accountant’s services may go, in 
situations where there is no quali- 
fied financial officer. They also in- 
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dicate the limitations which should 
not be transcended. 


Taxes 

Recent confiscatory tax rates have 
made tax practice one of the most 
vital phases of professional account- 
ancy. However, the usual engage- 
ment calls only for preparation of 
income tax returns, since federal and 
state income taxes constitute, in 
most cases, the major portion of 
the governmental tax exaction. 

There are numerous other taxes 
which are customarily treated in a 
perfunctory manner, and which, in 
many instances, might be considera- 
bly reduced. or even eliminated, if 
given careful consideration. Numer- 
ous illustrations might be described 
in which material savings have been 
effected in New York City General 
Business Tax, Federal Documentary 
Stamp Taxes, and other minor levies. 
However, the nature and extent of 
the proposed services in relation to 
these taxes may best be illustrated 
by analogy to the present handling 
of income taxes — computation of 
the liability based on careful re- 
view of the applicable law and re- 
gulations and determination of the 
correctness of the figures employed. 

In addition to consideration of the 
minor taxes, a complete advisory 
service should contemplate research 
into tax avoidance methods. Two 
tax studies recently made by the 
writer, at the request of clients, were 
on the formation of a Western Hemi- 
sphere Trade Corporation and the 
establishment of one of the defer- 
red compensation plans which are 
currently being publicized by some 
of the larger life insurance com- 
panies. Both of these subjects have 
potentialities for effecting material 
savings in income taxes, under cer- 
tain circumstances, but to determine 
whether the qualifying  circum- 
stances are applicable to a specific 
taxpayer requires a thorough knowl- 
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edge of his business, as well as of the 
tax law, interpretative regulations 
and court decisions. Such work can 
only be undertaken where the en- 
gagement is sufficiently broad to per- 
mit the accountant to recognize the 
possible applicability of the plan in 
question and to determine finally 
whether its tax-saving potentialities 
warrant its adoption. Once again, 
the function of the accountant ceases 
at this point. The Western Hemi- 
sphere Trade Corporation should be 
formed with the advice and consent 
of the client’s attorney, whose opin- 
ion should be sought on possible 
disadvantages from a legal viewpoint 
which might vitiate any tax-savings 
that would result. A deferred com- 
pensation program should be initia- 
ted with the guidance of an insurance 
counsellor or a recognized specialist 
in pension trusts. 

The limits of responsibility set 
forth above are substantially equi- 
valent to those customarily assumed 
by a privately employed treasurer or 
comptroller and, when undertaken 
by the public accountant, will pro- 
vide smaller business concerns with 
all of the benefits derived from the 
services of a financial officer at a 
cost in keeping with the size of the 
organization. 

It is possible to analyze and com- 
pare the present and proposed treat- 
ment by public accountants of every 
balance sheet and income statement 


item encountered in the average 
business. However, direct analogy 
to the well known functions of 


privately employed financial officers, 
together with the specific compari- 
sons heretofore cited, are, it is be- 
lieved, sufficient to point out the 


duties and delimit the responsibilities 
of the “part-time comptrollership” 
or, more aptly, “business counselling 
service” proposed for public account- 
ants. 

If it be conceded that such a serv- 
ice is both practicable and desirable, 
the next questions may very well 
be: “How can clients be advised of 
the accountant’s value as a business 
counsellor? What, specifically, can 
be done to convince clients that this 
added responsibility is justifiable and 
will result in material benefits to 
them?” 

Although the expansion in ac- 
counting service discussed in this 
article has been denominated a 
“business counselling service” for 
purposes of clarity, no such clean- 
cut delineation is desirable in prac- 
tice. Development of this type of 
service can be effected by tangible 
instances of savings realized for the 
client and by valuable suggestions 
put forth voluntarily by the ac- 
countant. One or several examples 
of the value of his advice will lay 
the groundwork for more frequent 
visits, with the object of more in- 
timately concerning himself in the 
client’s affairs, and will enable the 
client to measure, in dollars and 
cents, the pecuniary benefits that 
will accrue to him if he utilizes toa 
fuller extent his accountant’s capa- 
bilities. 

The favorable impression created 
by savings on workmen’s compensa- 
tion insurance taxes or similar mat- 
ters can be developed into the per- 
vasive financial responsibility which 
accountants should strive for and 
which they are ideally equipped to 
assume. 


Cro 
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Problems in Assuming Proper Responsibility 
for Public Accounting Engagements 


By Max Brock, C.P.A. 


Dex6 the past fifty years (the life- 
time of the New York State So- 
ciety of Certified Public Accountants ) 
there has been a prodigious growth 
in business, both in numbers as well as 
in the size and complexity of organiza- 
tion and operations. Paralleling this 
development was the progressive in- 
tegration of our economic system with 
our political and social systems. These 
evolutionary phases have set the pace 
for the vast growth of the accounting 
profession and for the progressive 
establishment of higher standards and 
improved auditing and accounting 
techniques. Certified Public Account- 
ants have become such important ad- 
juncts to business and to governments 
that they have acquired a position of 
vital importance and trust as well as 
social significance. 


The accounting profession will con- 
tinue to grow and increase its impor- 
tance only so long as it satisfactorily 
carries out its trust and responsibilities, 
and only so long as it continues to im- 
prove its facilities for service to its em- 
ployers, the business of this country, 
and to the governments and the pub- 
lic at large. This applies equally well 
to the individual practitioner. 

There have been criticisms levelled 
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at accountants individually and collec- 
tively from within and without. Some 
of these criticisms arose from misunder- 
standing on the part of credit grantors 
and investors as to the accountant’s 
role, the scope of his audit, and the 
meaning of his report or opinion. To 
overcome this condition, accountants’ 
organizations have been carrying on an 
educational campaign to clarify the 
points of misunderstanding. 


There are, however, criticisms which 
appear well founded, and which crop 
up with a frequency and regularity 
which is disturbing. These complaints 
deal largely with deficiencies in audit 
scopes and reports. It should be pos- 
sible by bringing into the limelight the 
problems which require attention, to 
bring about a steady improvement. A 
noteworthy move in this direction was 
taken by the American Institute of Ac- 
countants on December 20, 1946, in a 
letter to its members pointing out 
specific criticisms of audits and reports 
which had come to its notice. It is the 
purpose of this discussion to review 
the facts and authoritative opinions 
regarding the obligations of account- 
ants in engagements of small and 
moderate size. 


Accountants are in an unusual posi- 
tion, different from most other profes- 
sions and vocations, in that though they 
are engaged by their client, their serv- 
ices and reports are relied upon by third 
parties in business dealings and invest- 
ments. This is the factor that bedevils 
the subject of accountants’ responsibili- 
ties. It has been established by court 
decisions that there is a responsibility 
to third parties where gross negligence 
in performance can be established. 


However, our sights must not be set 
so low as to just hurdle the barrier of 
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legal culpability. We should conform 
with the self-imposed rules established 
by the profession, through its associa- 
tions, which fix the highest level of per- 
formance that is practical and consi- 
stent with the engagement. We must 
also take all reasonable precautions that 
our reports do not unwittingly permit 
assumptions to be reached, by a trained 
or untrained statement reviewer, which 
are not consistent with the facts. For 
example, any statement on an account- 
ant’s stationery or in a report cover 
bearing his name has an implication of 
authoritativeness, regardless of remarks 
therein to the contrary. 


Approaching the subject of respon- 
sibilities more directly, the first point 
to be observed is that they are initially 
fixed by the nature of the engagement, 
and secondarily borne out by the audit 
and report. For example, many en- 
gagements are continuous monthly 
audits leading up to the year-end audit, 
and are intended solely to inform 
clients on the operations of a month or 
other interim period, and the apparent 
financial position. In these instances 
inventories are stated as submitted by 
the clients and other assets and liabili- 
ties are not independently verified. 
Such reports are entirely proper and 
serve a very useful purpose. But, there 
should be some definite reference to the 
limitations of the audit and the state- 
ment. 


Such limitations may be imposed in 
several ways aid it may, in instances, 
be desirable to utilize more than one 
in the interest of safety. For instance, 
the report letter should contain a refer- 
ence to the effect that the examination 
was interim in nature and that assets 
and liabilities were not verified indepen- 
dently, and that the inventory, if any, 
is stated as submitted. This disclosure 
may also be made in a footnote to the 
balance sheet, to this effect : 


“ty 
i 


is balance sheet has been prepared 
without verification of assets or liabilities 
by direct correspondence or inspection, and 
the invent rv reflected therein is stated at 
the figure submitted | 





1 ” 
Dy the management. 


’ 
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Still another form of limitation is 
used by some practitioners. It is a 
rubber stamped or printed legend on 
the main, or all statements, and 
schedules, of the report, containing 
the following, or similar statement: 

“This interim statement, subject to the 
customary year-end verifications and ad- 
justments, has been prepared from the 
books for the information of the manage- 
ment only and is not to be used for credit 
purposes or public information.” 


The employment of such disclo- 
sures should nevertheless not be 
construed as a license to disregard 
other minimum requirements. Where 
a statement is prepared without 
audit, or such limited audit as to be 
equivalent, its submission on the ac- 
countant’s stationery or in his report 
cover may convey an implied indorse- 
ment. In these cases accountants 
would do well to submit the state- 
ments on blank paper and report 
cover, and without the usual letter 
of transmittal signed by the ac- 
countant. 

In any event, where a monthly or 
other interim report is submitted 
on an accountant’s stationery, and 
where credit grantors, trade groups, 
or other third parties will, directly 
or indirectly, have access to the fig- 
ures, then, regardless of the qualifi- 
cations contained in the report, a 
reasonable minimum audit should 
be made. Such minimum audit re- 
quirements were recently listed by 
Stephen Chan, C.P.A., in a paper 
presented at a public meeting of the 
Committee on Monthly Audits and 
the suggested procedures will be 
referred to in a later section. 

Where the interim report includes 
comparisons, statistics and other 
data which may not have been 
verified, or which are stated as sub- 
mitted by a principal of the client 
company or by the bookkeeper, some 
reference should be made to the 
source. 

With regard to year-end or annual 
audits, whether or not interim audits 
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have been made, the problems are 
somewhat different. Here the 
countant should rise to his greatest 
height, because this is usually the 
most important report furnished the 
client and the one most likely to be 
circulated amongst, and most care- 
fully analyzed, by bankers, credit 
men, stockholders, and other third 
parties. 


ac- 


Good practice calls for the ob- 
servance of the following rules with 
respect to annual audits and reports: 


1. The minimum audit require- 
ments specified in the pronounce- 
ments of the American Institute of 
Accountants, the State Societies of 
Certified Public Accountants, the 
Securities and Exchange Commis- 
sion, and other such authoritative 
sources should be observed. It does 
not matter how small the engage- 
ment may be; if a Certified Public 
Accountant is to submit his opinion 
and affix his signature to a report, 
the audit should measure up to the 
generally recognized standards. 

2. If a required procedure is omit- 
ted, disclosure thereof, together with 
the reasons, should be made in the 
opinion. Where the omission is of 
seriousness as to negate an 
opinion, then none should be stated. 


sucl 


3. If an opinion cannot be ex- 
pressed because of a major omission, 
then a statement should be substi- 
tuted to the effect that the extent 
of the verification was not sufficient 
for the expression of an opinion, 
because of the deficiencies noted. The 
statement should be carefully word- 
ed so as not to deprecate the audit 
and report unduly. 


a 
1 
| 
Si 


4. Every report which is unre- 
stricted for third-party use, including 
the long-form report itemizing the 
audit procedures, should contain an 
opinion, or the substitute just re- 
ferred to, where necessary. 

At this point it is timely to refer 
two recent articles on the subject 
responsibilities by 


to 
of accountant’s 
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I. B. McGladrey, C.P.A., which 
should be read by all Certified Public 
Accountants and reread. The first 
appeared in the Journal of Account- 
ancy (November, 1946, issue) and 
the second appeared in the Account- 
ing Review (July, 1947, issue). 

One reference therein touches 
aptly on the need for conclusiveness 
in a report, to wit: 

“T do not see how any ethical practitioner 
can conscientiously defend the practice of 
merely stating what verifications were made 
and which were omitted, thus leaving it to 
the third party to decide whether the scope 
of the examination was sufficient for him to 
depend on the report.” 


The omission of opinions is unduly 
prevalent. This condition may be 
due, in large measure, to the difficulty 
accountants encounter in expressing 
a conclusion where, for example, 
nothing was done about checking 
inventory quantities or evaluations, 
because of the client’s objection or 
unwillingness to pay for the service. 
In such cases the accountant should 
strive to convince the client of the 
importance of this step and em- 
phasize the effect its omission will 
have on the report. This is not a 
hopeless task, as Mr. McGladrey 
points ont. 

The final aspect of the problem of 
accountant’s responsibilities might 
be referred to as the legalistic phase. 
Mr. Saul Levy, C.P.A., in an article 
entitled “Accountants’ Liability”. 
which appeared in the October, 1942, 
issue of The New York Certified 
Public Accountant emphasized the 
importance of the audit scope where 
opinions are expressed. The follow- 
ing point was made therein: 

“The scope of the examination made is so 
essential a prerequisite for the expression 
of the opinion which is founded upon it, 
that from the standpoint of legal liability 
the examination and the opinion usually 
merge into each other.” 


While the accountant’s responsi- 
bilitv to third parties, as settled in 
the Ultramares case, developed only 
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if fraud is proved, the Court's opinion 
is here quoted as to what constitutes 
fraud: 

“Even an opinion, especially an opinion 
by an expert, may be found to be fraudulent 
if the grounds supporting it are so flimsy 
as to lead to the conclusion that there was 
no genuine belief back of it. 


4, fs, te OPPs a es, ro 
Chis further remark is also note- 
worthy: 

. that negligence or blindness, even 
when not equivalent to fraud, is none the 
less evidence to sustain an inference of 
fraud. At least this is so if the negligence 
is gross.” 


In conclusion, the following thoughts 
are expressed as an aid in minimizing 
the occurence of the criticisms dis- 
cussed: The initial arrangements 
with a client for an audit and report 
must be soundly planned and carried 
out. The client should be advised as 
to the minimum audit requirements 
which have been promulgated by 
accountants’ organizations for the 
benefit of business. In this con- 
nection, the use of tests and samp- 
lings should be explained so that if 
defalcations or errors later come to 
light, the accountant’s position will 
not be misunderstood. 

To demonstrate the authority for 
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his position, if necessary, it would be 
wise for the accountant to be armed 
with pamphlets such as the follow- 
ing: 

“Examination of Financial Statements 
by Independent Public Accountants”— 
issued by the American Institute of 
Accountants 

“Statements on Auditing Procedure’— 
issued by the American Institute of 
Accountants 

“What Does an Auditor’s Certificate 
Mean”—issued by the American Insti- 
tute of Accountants 

Other material, including credit agency 
publications and magazine articles. 


Last, but not least, the fee should 
be satisfactory. Where the set fee 
is clearly inadequate an audit may 
suffer. This is not fair to the client, 
because there should be no deviation 
from good practice because of the 
inadequacy of the fee. 

Returning to the minimum audit 
steps which Mr. Chan specified, as 
warranted even where no certificate 
or opinion is expressed, and in all 
cases where a statement is released 
on the accountant’s stationery, the 
reader is referred to the full length 
article which appears in the October, 
1947, issue of The New York Certified 
Public Accountant, on page 656. 
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Business Appraises the Public Accountant 


By Epwarp P. KLINGENMEIER, C.P.A. 


| Bes fall when the chairman of our 
program committee invited me ,to 
participate on this panel he stressed 
the point that what was expected and 
desired was a frank criticism of the ways 
in which public accountants and audi- 
tors conduct themselves in their every- 
day contacts and relations with their 
clients and in representing those clients 
in matters pertaining to taxes and other 
external affairs. So what I shall say in 
this paper might very well be entitled 
“Pet peeves pertaining to public prac- 
titioners”’. 

The invitation sounded very allur- 
ing, it was just like having someone 
hand me a bag of over-ripe tomatoes 
and saying “we'll stand up here, now 
see how many times you can hit us”. 
I couldn’t turn that down and I thought 
there wouldn’t be the slightest difficulty 
in pulling dozens of peeves out of the 
bag to throw at you. When I got to 
working on it though there weren't 
nearly so many _ haonest-to-goodness, 
justified criticisms as I had anticipated. 
However, there was a surprising repeti- 
tion of several of them from different 
businessmen and private accountants 
with whom I talked, and I shall try to 
pass along to you tonight those which 
seemed most general and most annoy- 
ing and irritating. 

“Good Lord! Are those auditors in 
again?” That expression perhaps best 
exemplifies the attitude of the account- 
ing personnel in many of your clients’ 
offices. Why? You ask? Well, I don’t 
think there is anything personal in that 
reaction. Possibly some of your staff 
men haven’t paid sufficient heed to the 
Lifebuoy ads or to those for Listerine 
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or Kolynos toothpaste. But, I don’t 
think that accounts for the reaction. 
Neither do I believe it is accounted for, 
in most instances, by any apprehension 
or fear of what the auditor may find in 
the way of errors, omissions or other 
discrepancies. 

I think that probably in the great 
majority of cases the reaction is gen- 
erated by a feeling of impending dis- 
ruption of the more or less even tempo 
of the office routine. It is a feeling 
somewhat akin to that you get when 
you look out of your window to see 
your mother-in-law stepping out of a 
taxi with enough luggage to hold her 
over for several weeks. You don’t 
dislike the dear lady, but you know 
darn well things aren't going to be the 
same while she’s there. And so it 
is with your client’s office help—they 
know things aren’t going to be the same 
while you’re there. However, a little 
thought and consideration may go far 
towards alleviating that feeling. 


If your client’s office is limited as to 
desk space (and show me one that 
isn’t) his accountants probably shudder 
at the thought of crowding over on one- 
quarter of the desk while the auditor 
spreads out reams of paper and stacks 
of ledgers and journals and camps on 
the other three-quarters for the dura- 
tion. Such an arrangement isn’t exactly 
conducive to a spirit of friendliness and 
cooperation. What to do about it? 
Well, that should receive consideration 
when preliminary arrangements are be- 
ing made. Obviously, it is the client’s 
responsibility to provide suitable ac- 
comodations for your staff, but unless 
he knows in advance how many audi- 
tors are going to descend upon him he 
has no opportunity to make proper 
provisions for them. In making the pre- 
liminary arrangements the client should 
be consulted as to how many of your 
staff can be accommodated with his 
usual facilities and whether it is possible 
to provide additional desk space if re- 
quired. If it is agreed that the maxi- 
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1s, I cample, three or tour or five 
lon’t e at the last minu ( d 
O 1 couple of extra men just because 
t Lv) I a O! [two 
Sta i i limit and things will 
FO 1) ) STLIOO \ 
( ali 

( sCly { ated LO 

( ts k space 

ot his mechanical office equipment such 
as adding machines, calculators and sO 
forth. [| don’t propose that you should 
provide your own equi ip! nent aie ‘aa 
your men carry them along on each as- 
signinent, but I do believe that fatee’ use 
of the equipment of the client should be 
kept to an absolute minimum and howl 
be arranged so as not to interfere with 
the regular routine of the accounting 
department. By way of illustration, if 


the client’s adding machine is regula: ly 


used early in the day for listing cash 
receipts it won't help matters for one 
of your staff to decide at that time to 
start running a tape of outstanding 


checks. With a little preliminary ques- 
tioning you can undoubtedly ascertain 
what times of the day the equipme nt 
is cea irly in use and your men should 
be instructed not to interfere at those 
times. It hardly seems necessary to 
add that at no time should any piece 
of equipment be appropriated to your 


; 
prolonged use without the permission of 


| 
‘ : 
the person or persons who will thus be 
“par . 1 
deprive | of its use, and of the head 
| Ie epart 1 
1 
Would 4 : like to have someone go 
through vour working papers, disar- 


range them, and mark them up un- 
necessarily with large and important 
looking red, blue, green and other vari- 

larks? Noy Well, it 
seems that’s what often happens to the 
client's records when your crews get 
busy on them, It is recognized that as 
» some kind of marking is 
indicate what has been 


colored check l 





necessary 





: 
checked or otherwise verified, but when 
the check marks are made so large ant l 





prominent that they assume more im- 
portance and attract the eye more than 
figures it’s time to call 


a halt. Check marks, when necessary 
at all, should ull and inconspicu- 

hould be so placed 
re in any way with fig- 
dices aie nor with the space 
postings are to be 


ritating to many of 





your client’s accou ints is the carel 

ittitude that s iuditors take in 
handling the books and papers com- 
prising the accounting system. Per- 
laps this is not so common a peeve as 
some of the others I mention, but in 


spite of what you may think to the con- 
trary, there are some accountants whi 

take pride in the neatness and ak 
ness of their records, and a little extra 
care on the part of your staff in main- 
taining that condition may go a long 
way toward creating a better feeling of 
friendliness and goodwill. Certainly n 
auditor can afford t 
ignore ad opportunity to build up 
goK wi 1 in the | 


y 


overlook or 


hearts and minds of his 
client’s ‘staff. It might prove to be an 
interesting experiment in applied psy- 
chology the next time you run into one 
of these meticulous cousins to see what 
his reaction will be to a greater effort 
on your part to humor his virtue, or 
his idiosynerasy, whichever way you 
look at it. 

\nother common complaint of those 
with whom I have discussed this sub- 
ject was that some auditors seem to 

ave very little appreciation of the fact 
: 


that the accounting and office force of 
the client are obliged to keep up their 


regular work and duties while you are 
there. They complain that frequently 
during the dav they are interrupted by 
the staff man with some more or less 
trivial question. One thing which will 
go far toward preventing this un- 
desirable aggravation of the tempers 
of your clients’ personnel, particularly 
the higher-up level, is to try 
to arrange for short question or discus- 
ne periods—a fixed time most con- 

enient to th 





those in 


he client, when the ac- 
untae matters may be brought up 
and answered or explained. This will 
not only be less annoying to the com- 
pany’s employees and officers, but in 
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most instances will be more satisfactory 
for you as well. , 

Another point much along the same 
line as the last, has to do with the con- 
tinuing assignment to any audit of the 
‘rsonnel, or at least the same 
senior-in-charge, when- 
ever that is Sometimes condi- 
tions may arise which make this impos- 
or perhaps vou’re a_ staunch 
‘ocate of the old theory that rotating 
nts tends to keep the staff men 
" toes and also tends to prevent 
‘ndliness and excessive fam- 
etween auditors and auditees. 
3 the unhappy plight of the 
chient’s staff awhich every vear or two 
“break in” a new auditor on that 
particular accounting system. A senior 

r any other staff man who has been 
on an assignment for a few years will 
naturally get to know the ropes and 
will be able to avoid undesirable inter- 
ruptions to your victims (excuse me, 
your clients) with repetitious questions 
about their system and procedures. | 
don't mean by this that there should 
be no changes in the crew assigned 
to any audit, but it is desirable to repeat 
enough men to form an experienced and 
informed nucleus. 

Seme of those with whom I talked 
said they thought that auditors are in- 
clined to make too numerous and de- 
tailed analyses and transcripts of the 
client's accounts and records and they 
felt this was unnecessary waste of time 
and, of course, an unnecessary ac- 
cumulation of per diem fees. That’s a 
tough one to answer and I won't at- 
tempt to tell you what you should or 
should not include in your working pa- 
pers insofar as excerpts or analyses or 
transcripts are concerned. Certainly 
that is as much a matter to be decided 
according to your best professional 
judgment, or the exigencies of the 
particular engagement, as is the ques- 
what extent you will use test 
checks or to what degree you will rely 
on internal control. It is your duty and 
responsibility to make such examina- 
tion as you deem proper and essential 
in order to pass upon the accuracy and 


1948 


same pe 
supervisor or 


#4. 
1 yssible. 
I 











‘onsi1der 


or anv 


tion to 


reasonableness of the recording and re- 
porting of the results of your client’s 
business transacations as they are re- 
flected in the accounting records and 
the statements prepared therefrom. The 
only suggestion or advice I could pos- 
sibly offer on this point is “Let your 
conscience and your professional in- 
tegritv be your guide”. 

| would like to offer as a final word 
a sort of parody on a well known and 
oft quoted quip—you can please some 
of your clients all of the time, and you 
can please all of your clients some of 
the time, but you don’t please all of 
your clients all of the time. To the 
extent that you measure up to the first 
two of those you will probably grow 
and prosper in your profession, but if 
you suddenly awaken to find you have 
been guilty of the last one and have lost 
the goodwill and esteem, as well as the 
business, of one of your clients as a re- 
sult of what may seem to you trivial and 
inconsequential frictions or, perhaps, 
even unwarranted gripes it will be too 
late to mend your fences. 

Your clients and their personnel are 
only human; they react favorably or 
unfavorably as you please or displease 
them. If you expect to continue to en- 
joy their favorable consideration you 
must not only sell them your services, 
but you must throw in, gratis, the very 
best that you can offer in the way of 
courteous and thoughtful consideration 
and cooperation. You are prohibited 
by ethical standards from advertising 
your services or soliciting business in 
the everyday commercial sense, but 
there certainly is no prohibition against 
your striving to make such a favorable 
impression upon your clients and others 
whom you meet professionally that they 
will always carry in their minds a 
thought something like this: “That fel- 
low, John Blank, the C. P . A., seems to 
be a fine chap, he is not only a cracker- 
jack accountant, but he goes out of his 
way to be pleasant, cooperative and un- 
obtrusive when he’s on the job. He’s the 
man I would recommend to my friends 
who need an auditor or tax account- 


” 


ant 
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Supervision and Review of Accounting 


Engagements in a Small Firm 


By Ropert P. SCHERMERHORN, C.P.A. 


"i songhinecate and review of account- 
ing engagements is a broad subject, 
and any comprehensive analysis would 
require more time than has been allotted 
at this session. It is probable that my 
assignment can best be accomplished 
by a review of basic thinking behind 
the problem, rather than by a detailed 
study of what might be required in any 
particular situation. 

Supervision and review is consid- 
erably harder, in my opinion, in a small 
firm than in a large firm. In the large 
firm, there are several levels of per- 
sonnel, many of whom are doing some 
supervision and some review work. In 
the larger firm, the staff accountant 
makes the examination in the field 
under the supervision of a well-trained 
and well-seasoned senior, who is prob- 
ably again supervised by a more ex- 
perienced man, and so on up until the 
examination comes into the office where 
it is reviewed by trained reviewers and 
then receives its final review from a 
partner. In a small firm, this must be 
done in all of its stages by relatively 
few people. It is possible that the prin- 
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cipal himself, in some cases, would make 
the entire audit, if it is a special one, 
even if he has a staff. He must, of ne- 
cessity, do a review and supervisory 
analysis of his own work. It is ex- 
ceedingly difficult to supervise and to 
evaluate properly work done by one- 
self. In any event, in the small firm, 
the principal must be concerned with 
the actual accounting and auditing func- 
tions and also must think objectively 
of the engagement as it sprogresses in 
the several stages. 


The beginning of supervision and 
review of an engagement, as I see it, 
occurs when the staff man in charge 
of the engagement is assigned to the 
job. He should be acquainted with the 
scope of the examination, what has 
gone before, the peculiar problems to 
be faced, and perhaps a review of the 
prior year’s work. With the aid of the 
principal, he should prepare the audit 
program and should get off to a well- 
organized start. If properly begun, the 
supervision is well under way. During 
the actual engagement, the principal 
will undoubtedly visit the staff man at 
the client’s office to do some supervisory 
work, which normally would be taken 
over by a supervisory employee in the 
larger firm. He will be reviewing that 
work as he goes along, subjectively ; 
that is, he would be reviewing the de- 
tails as they progress. He is examin- 
ing with the staff man the actual details 
and is making no attempt, at that par- 
ticular point, to take a look at the 
whole problem. He must determine, or 
assist the staff man to determine, the 
scope of the examination, and the ade- 
quacy of the verifications. He must be 
equipped to answer questions or aid 
the staff man in an analysis of any 
special problem that may arise. He will 
undoubtedly be the liason between the 
client and the staff, and discuss the ex- 
amination at various stages with the 
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client. That is part of the supervisory 
work during the engagement itself. 

When the finished examination 
comes into the office, there then must 
be two kinds of review, as I see it. One, 
a subjective, analytical and critical re- 
view of the engagement; the other, an 
objective study of the whole audit and 
examination that has been made. It 
would seem to me that the perspective 
of staff and supervisors would be 
broadened by suggesting that they con- 
duct the audit and prepare the report 
as though it were being issued and 
signed by them. If the staff senior can 
be convinced to do the job as though 
he were going to sign it himself and 
take full responsibility, his thinking 
processes have been aided. In addition, 
if he will make a complete review of his 
own work, the principal will be aided 
in making the review, because he has 
the full benefit of the thinking of the 
senior. 

I believe that the principal should try 
to review the audit, first, without the 
staff man being present, thus making 
the working papers themselves stand 
up as documents that will survive in- 
tensive scrutiny. If it is possible, to 
convince the staff man to prepare pa- 
pers with the thought in mind that this 
particular sheet may someday be Ex- 
hibit A in a court action, and that it 
must be in sufficient detail with ade- 
quate explanation so that it will stand 
the test of being torn apart in cross- 
examination or be interpreted by a 
layman, then much will have been ac- 
complished. If any error in this direc- 
tion should be tolerated, it should be 
the error of making too much of an 
explanation. Eventually, the man will 
find what is adequate, but in the be- 
ginning he should learn to tell too 
much rather than too little. Many times 
the explanation that is very conclusive 
to the man making the examination 
cannot be interpreted by anyone else. 

The principal should, of course, ex- 
amine the worksheets, the supporting 
schedules, the analyses, and the criteria 
of proof that have been used. He should 
also examine the adjusting entries in 
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detail, and the situations which ne- 
cessitated them. What he is doing at 
that phase of the review, as I see it, 
is to re-audit the audit. He is making 
test-checks of the completeness and ac- 
curacy of the result of the engagement. 
In bringing the staff man in for an oral 
review at this point, the principal would 
undoubtedly ask him: What do you 
mean by this? How do you know? 
What proof do you have? What have 
you looked at? Can you convince me 
that it is so? Can you convince an 
outsider ? 

I think the principal point in this 
review is, first, whether or not there is 
a sufficiently comprehensive verification 
under the circumstances; the principal 
should be the judge of whether or not 
it is sufficiently comprehensive. His 
greater experience should be the guide 
at this point. Are the assets conserva- 
tively valued? And are they clearly 
stated? Do they tell a story in them- 
selves? Are necessary or enlightening 
footnotes included? Are all the liabili- 
ties provided for, not only the direct 
liabilities, but the contingent liabilities ? 
Do the schedules intelligently present 
the results of the audit? Are all the 
various analyses, qualifications, ex- 
planations, schedules, etc., present in 
support of the final report that has 
been prepared? This usually would 
complete the subjective examination of 
the audit and report. 

The principal must then do what is 
very often done only by the reviewing 
principal in a large firm, namely, sit 
back and take a look, not at the “trees”, 
but the “forest’—and objective look. 
It seems to me that a Certified Public 
Accountant, in working with a client 
during the vear, should attempt to pro- 
tect that client in every ethical way. 
He is hired by the client, and is trying 
to help him, whether it is in connection 
with taxes or any other business prob- 
lem that may arise. When the annual 
examination begins, the relationship 
changes materially; the principal must 
bear in mind that others are interested 
in the examination and report, such as 
the bank, the credit bureaus, and all 
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others who may ultimately receive the 
report. 

At this point, I think the principal 
nust review the report from the view- 
point of the outsider and put himself 
in that frame of mind. What does the 
report tell such a person? Have his 
problems been taken into considera- 
tion? What can he determine from it? 
I 


1 


s there sufficient information to give 
him the facts on which he can grant 
credit or do the various things that may 
lhe required of him? Has the principal, 
in all cases, stated what he means to 
say? Has he stated any and all ex- 
eptions or qualifications clearly? 


Aiter the report is reviewed from the 
viewpoint of the outsider, it should be 
reanalyzed from the viewpoint of the 
client. Has he received the proper con- 
sideration? Was the report overly 
harsh? Did the auditor bend over back- 
wards to protect everyone but the client 


who relies on him to present an in- 


dependent and fair statement? The 
principal must not protect himself 
against possible repercussions from an 
inadequate examination by a too con- 
servative report which might do the 
client considerable harm. Proper super- 
vision will give the principal adequate 
facts from which he can prepare a fair 
report. If these facts are not available, 
he should continue the examination un- 
til a fair report may be presented. 

As a final thought, the principal 
should make sure that he has stated his 
conclusions professionally, and in a way 
that will do credit to him and to his 
firm; that he has expressed himself 
properly, if you will, wherever he does 
take exceptions or make explanations ; 
and then he should review the report 
to see that he has done an overall job. 
These things are done in a large firm 
by several people, while in the case 
of a small practitioner, they must usual- 
ly be done by one man. That is what 
makes his problem more difficult. 


Buy U.S.Savings Bonds 
REGULARLY 


ea 


ene 


Ask where you WORK 
Ask where you BANK 


1( 





January 














Some Notes on Audit Working Papers 


By Orto A. Suutts, C.P.A. 


Preparation 


ie KING papers are papers on 
which compilations, analyses, and 
memoranda are made by or for account- 
ants, which later are used as a basis 
for reports, exhibits and schedules, or 
for the preparation of tax returns upon 
which the accountant is working. 

The accountant in setting up his 
working papers really demonstrates the 
extent of his accounting theory and ac- 
counting knowledge. His character and 
habits also, in my opinion, are reflected 
in his working papers. The skill of an 
auditor, his appreciation of good meth- 
ods and orderly procedures, may also 
be judged therefrom. 

One of the fundamental duties of our 
profession is to bring out and disclose 
careless methods in others and to rec- 
ommend proper accounting methods, 
when necessary. Neat and orderly work- 
ing papers are an indication of the ac- 
countant’s own habits in this connection. 

Accountants should set up as a part 
of their office procedure some method of 
proper instruction of junior accountants 
as to the manner of setting up working 
papers. When an accountant is as- 
signed to an engagement, it is necessary 
that he use his judgment as to what in- 
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formation or data his papers should 
contain to support the report that he is 
to compile. He must be alert and must 
be able to grasp quickly the extent of the 
essential information he should have in 
his files. It has been said that faulty 
working papers are directly due to in- 
definite audit programs or instructions. 

Working papers should be very care- 
fully selected. They should be of proper, 


standard size, proper color, so that 
working thereon will be easy on the 


eyes ; they should be of good quality and 
should provide appropriate spaces for 
headings and data to be recorded there- 
on. Every sheet of the working papers 
should be headed with the client’s name 
and an appropriate description of the 
subject matter. Working papers should 
be legibly written, in pencil or ink. 

In setting up the working papers, the 
accountant should be governed by the 
nature of the work and the program 
laid down by the accountant in charge, 
taking into consideration the type of 
report that will be required by the 
client. I believe it is safe to say that 
nothing should be written and preserved 
that is not expected to be of future 
value._It is necessary, however, that all 
matters presented in the text and sched- 
ules of a report be supported in the 
working papers. In compiling the w ork- 
ing papers, it is more important to set 
forth a record of the steps taken in 
verification than it is to record detailed 
figures that may be obtained from the 
permanent records of the client. 

In many instances, it is sufficient to 
record summaries of accounts as taken 
from the client’s books instead of re- 
cording all of the detailed information. 
Working papers should contain sched- 
ules covering points for future follow- 
up, as well as memoranda relating to 
criticisms, suggestions, and correction 
of errors. 

The auditor should keep in mind that 
his working papers will serve several 
purposes, such as the preparation of the 
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text and schedules of the audit report; 
the preparation of tax returns; the 
starting point for the next audit; etc. 

Ifach sheet of the working papers 
should be initialed and dated by the 
accountant performing the work. It is 
important that they contain all sched- 
ules and analyses required for the pur- 
pose of determining balances in ac- 
counts and to bring out the appropriate 
explanation of what an account really 
consists of. 

In many cases, it is necessary for the 
accountant to obtain exact copies of 
documents, such as agreements, by- 
laws, etc., so that his working papers 
will be complete. In such cases, photo- 
copies should be obtained, if possible, 
and all copies made should be properly 
authenticated. 

The working papers should not only 
contain the accountant’s conclusions, but 
also the facts upon which the conclu- 
sions are based. They should contain 
all questions raised during the examina- 
tion and the manner in which they were 
disposed of. They should contain notes 
of all conversations with officials and 
with the client or his representatives, in 
connection with the examination. 

Every schedule comprising the work- 
ing papers should contain a memo as to 
the source of the information. The 
source may be a ledger, book of original 
entry, voucher, paid check, letter, con- 
tract, or some other written instrument. 
Or it may have been obtained orally 
from the client. Depending upon the 
subject matter and its importance in 
relation to the assignment undertaken 
by the accountant, I believe it is neces- 
sary that oral information, given by the 
client, be confirmed in writing by the 
client, or should be written by the ac- 
countant upon the working papers in 
ink and signed by the client. 

All important details in support of 
the accountant’s conclusions should be 
set forth. Clarity and sufficiency should 
not be sacrificed to save time. 

In the case of small or large. assign- 
ments, it is essential that working p: 
pers be kept, for the reason that the 
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examination may extend over several 
weeks or months before being com- 
pleted. Work undertaken by one ac- 
countant is sometimes completed by an- 
other. Unless working papers are com- 
plete, confusion will result, work will 
be duplicated, and the accountant has 
nothing in his files to support the report. 

It is very important that working 
papers contain full information regard- 
ing all items, together with the method 
of verification adopted for each, for the 
following reasons: 


1. Working papers are the connec- 
nection link between the client’s 
records and the audit report. 

2. Working papers contain the ac- 
countant’s evidence of the correct- 
ness of the report. 

3. Accountants may be required to 
submit their working papers 
should legal controversies arise 
in connection with the audit re- 
port, or in connection with other 
matters relating to the client’s 
financial transactions. 

4. Working papers are the account- 
ant’s main defense should his 
work be criticized. 

Working papers after being com- 
pleted by the accountant in charge 
should be reviewed. The reviewer 
should also initial and date the sheets. 


Filing and Preservation 


During the course of an audit pro- 
gram, working papers should be filed in 
such a manner that ready reference may 
be made to the various matters in 
progress. 

I believe that during the course of an 
audit, working papers should generally 
be filed in the same order of the ac- 
counts in the balance sheet and income 
statement, or in the order as recorded 
on the trial balance. After the working 
papers are properly arranged, they 
should be prefaced by an index. Some 
auditors find it convenient to use the 
trial balance as an index, placing the 
number of the working paper opposite 
the trial balance item to which it applies. 
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Some Notes on Audit Working Papers 


After being arranged in the index, 
audit working papers for a particular 
engagement should be bound. The 
practice of filing loose working sheets 
in an envelope should be condemned, 
as one sheet might be removed and re- 
placed in the wrong folder or lost. In 
binding working papers, a heavy back- 
ing should be used as a cover. The 
cover should contain essential informa- 
tion such as the name of the accountant, 
the name of the client, period covered, 
file number, etc. 

I believe it is essential that working 
papers for small engagements as well 
as working papers for larger engage- 
ments be divided into what are known 
as current and permanent files. The 
current file, containing all information 
regarding the current audit or examina- 
tion; the permanent file, containing in- 
formation that is continued and will be 
used in future audits, such as instruc- 
tions, information pertaining to capital 
assets, some agreements, such as leases, 
by-laws, abstracts from the minute 
book, a copy of the Certificate of In- 
corporation, schedules of capital assets 
and reserves for depreciation, and other 
information that is more or less of a 
continuing nature. 

Working papers should be filed alpha- 
betically or given a number in a nu- 
merical file, and should be kept in a 
fire-proof vault or cabinet. It is the 
usual custom, I believe, for account- 
ants to retain working papers for two 
or three years in the auditor’s office or 
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in a place readily accessible to them. 
Thereafter, the papers may be filed in 
a fire-proof public warehouse or some 
other place where they will be accessible 
and protected. It has been the practice 
of my firm and, I believe, of many 
practicing Certified Public Accountants, 
never to destroy working papers for 
clients who are actively in business. 


The micro-film process is easily ap- 
plicable to the accountant’s working 
papers. If this method is used, the 
storage space requirement will be 
greatly reduced. Whether or not it is 
practicable in a given case depends on 
the use that is made of such working 
papers by the accountant. 


We are called upon often to refer 
to working papers for essential data 
that a client may require, covered by 
audits made 30 or 40 years ago. Our 
audit files were used many times during 
the years 1917-1930 in tax cases where 
it was necessary for the client to sub- 
stantiate invested capital for excess 
profits tax purposes. During the past 
seven years, it has frequently been nec- 
essary to obtain from our files informa- 
tion supporting transactions that oc- 
curred as far back as 1885. 


I believe that it is essential that each 
case be carefully reviewed as to the 
length of time working papers should 
be kept before any papers are destroyed. 
I believe that many firms keep all of 
their working papers for a period of at 
least ten years. 
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Recent Trends in R 


eorganization Cases 


By BENJAMIN Harrow, C.P.A. 


4 HE first cases that reached the Su- 
preme Court involving reorganiza- 
1 
I 


tions were decided against t 


hese cases the taxpayer 
‘ipt of stock of one of t t 
reorganization in the exchange of 
ties was like a stock dividend that 
Court itself had at about that time 
taxable dividend.) But 
the Court found that the eX hange in- 
volved a distribution of the surplus akin 

) a property dividend and the ex- 
change was held taxable as an ordinary 
dividend to the extent that it was in 
‘tt an ordinary distribution of the 


1 
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held to be a non 


Soon thereafter Congress adopted 
provisions in the law making exchanges 
in connection with a_ reorganization 
non-taxable. These provisions were 
highly technical but they offered a 
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method of distributing or absorbing a 
surplus without subjecting’ it im- 
mediately to a tax as an ordinary divi- 
dend. Under the impact of high tax 
rates In recent vears taxpayers have 
been loathe to declare dividends and it 
Was to compel more adequate distribu- 
tions that Congress introduced Section 
102. 

A taxpayer can minimize his tax on 
surplus distributions if he can convert 
such a distribution from ordinary in- 
come into a capital gain. This has al- 
ways been available. to a taxpayer if 
the distribution could be construed as 
a liquidating dividend. So to minimize 
taxes on growing surpluses the tax- 
ayer could dissolve or reorganize. To 
rrevent liquidations or rec irganizations 
hat were mere matters of form and 
hat were too obviously meant to be 
distributions of surpluses as capital 
gains instead of ordinary income, Con- 
gress introduced two special provisions 
in the law. 

The first is Section 112(c) (2) which 
provided that if a distribution of other 
property: or money by or on behalf of 
a corporation in the course of a reor- 

the effect of the distribu- 
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ganization has the 
tion of a taxable dividend, then there 
shall be taxed to each distributee as a 
dividend, such an amount of the gain 
recognized on the exchange as is not 
in excess of the distributee’s ratable 
share of the undistributed earnings and 
profits of the corporation. Only the 
remainder of the gain is taxed as a 
capital gain. 

The other is Section 115(g) which 
provides that if a corporation cancels 
or redeems its stock (whether or not 
such stock was issued as a stock divi- 
dend) at such time and in such manner 
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Recent Trends in Reorganization Cases 


as to make the distribution and cancel 

lation or redemption in whole or in part 
essentially sch ak nt to the distribu- 
tion of a taxable dividend, the amount 
‘tbuted in rede ‘mption or can- 
cellation of the stock shall be treated 
as a taxable dividend to the extent 
that it represents a distribution of ear 

g prot its. 

These two 
powerful weapons in the 
Treasury Department in 
s of taxpayers to distribut 

‘ithout subjec ting such distribu- 
tax as ordinary income. The 

lave supported the Commis- 
sioner in several important cases. 

Consider first the Bedford 
decided in 1945. In this case the cor- 
poration effected: a recapitalization 
which, of course, qualifies as a reor- 
ganization. The taxpayer pursuant to 
the plan of recapitalization exchanged 
3,000 rie of cumulative preferred 
stock of the Abercrombie & Fitch Co. 
of a par vi oh of $100 for 3,500 shares 
of cumulative preferred stock of a par 
value of 1500 shares of common 
stock and $45,024 in cash. In prior 
years Abercrombie & Fitch had paid 
stock dividends totaling $844,100 which 
were charged to the surplus account in 
these years. It had deficit of about 
$400,000 for the fiscal year ending 
January 31, 1937, and it had a net pro- 
fit about $309,000 the current 
vear. But because over all 
deficit, it could not State law 
pay dividends. 

On the 
of the 
gain of 
under 
Revenue 


be taxable 


so di 


n- 
ings or 
provisions have been 
hands of the 
the 
> sur- 


resisting 
atte Bing 
pluses v 

tion to 
Courts 


case 


d/ 0, 


for 
the 
under 
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fair market values 
old and net pron’ there we 
$139,740 on the exchange but 
Section 112(g)(1)(d) the 
Act of 1936 the gain would 
only to the extent of the 
cash received. The issue was whether 
gain be taxed as ordinary 
income or as a capital gain. The Court 


basis of th 
—isa 


ot 


this 1S 


held that there was a distribution un- 
der Section 115a out of accumulated 
(3) 325 U. S. 283 (1945). 
9155 i (2nd) 23 (cert. den.) (1946). 
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earnings and profits and that this had 
the efiect of a distribution of a taxable 
dividend under Section 112(c)(2) 
even though the distribution was made 
pursuant to a reorganization. 

It would appear from this decisior 
that any distribution of cash or property 
which constituted part of a corporate 
eorganization is taxable as an ordinary 
dividend to the gxtent that there are 
sufficient earnings and profits to cover 


[In Abraham Kirschenbaum vs. Com- 
missioner this was held to be the rule 
for distribution in connection with the 
redemption of stock. There would ap- 
pear to be no difference between the 
reorganization provisions where the 
question is whether the distribution of 
earnings “‘has the effect of the distribu- 
of a taxable dividend” and the re- 
demption rule where the question is 
whether such a distribution is “essen- 
tially equivalent to a distribution of a 
dividend”. In the Bedford 
case the Court makes the observation 
that perhaps all cancellation or redemp- 
tion of shares will be taxable as divi- 
dends where there are accumulated 
earnings and profits. 

In June of this year the Supreme 
Court extended the rule in the Bedford 
case to a situation where an exchange 
of securities in a recapitalization in- 
volved the receipt of debenture bonds. 


on 





tion 


taxable 


No cash was involved. In Basley vs. 
Commissioner,“ one of the cases, the 
stockholders exchange old common 


stock of par value $100 and for each 
share received 5 new shares, no par, 
but at a stated value of $60 and new 
debenture bonds payable in 10 years 
but callable at any time. 

The contention of the stockholders 


was that the transaction was a tax 
free reorganization, that the deben- 
tures were securities 1n a corporation 


exchanged 


a party to a reorganization. 
in such 


solely for stock securities 
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corporation, in pursuance of a plan of 
reorganization. 

The Circuit Court“ and the Tax 
Court”) decided the case against the 
taxpayer but it emphasized the fact that 
the recapitalization had no legitimate 
corporate business purpose and _ it 
looked for a time as if a new element 
was going to be introduced in the re- 
organization provisiqns: a distinction 
between corporate business purpose and 
business purpose of the stockholders. 
The Tax Court had ruled that the dis- 
tribution of debentures was a disguised 
taxable dividend under 115(a) and 
(g). The Supreme Court avoided any 
such distinction. It made several signi- 
ficant observations. Justice Frank- 
furter who also wrote the opinion in 
the Bedford case said at one point: 

“In the case of a corporation which has 
undistributed earnings, creation of new cor- 
porate obligations which are transferred to 
stockholders so as to produce for all prac- 
tical purposes the same result as a distribu- 
tion of cash earnings cannot obtain tax 
immunity because cast in the form of a re- 
capitalization.” 


At another point he said: 

“Tt is not the purpose of the reorganiza- 
tion provisions to exempt from tax what 
as a pe ictical matter is a realization of 
gain. Nothing can be rec: apitalization un- 
less it partakes of those characteristics of 
a reorganization which underlie the pur- 
pose of Congress in postponing tax liability 
through such reorg: anization. Here there 
was the appearance of a reorganization to 
accomplish a distribution of earnings.” 


It is significant that the Court also 
sustained the tax under Section 112(c) 
(1) by treating the debentures as the 
receipt of other property or money and 
not as securities. Naturally, the Bed- 
ford case was cited. In the Adams 
case"®) there was also an exchange of 
stock for stock and debentures. As 
“boot” the debentures would of course 
be taxable under this section if there 
was a gain on the exchange. But in 
this case there was a loss on the ex- 

15 5 F (2nd) 237 (1946). 
4 T. C. 897 (1945). 
(8) 67 Sup. Ct. 1489 (1947). 


change and section 112(c)(1) is not 
applicable where there is a loss. In 
this aspect of the case Justice Frank- 
furter would seem to be in error. As 
a bookkeeping detail the surplus ac- 
count showing accumulated earnings 
was left unchanged. The debentures 
that were issued had a value about 
equal to the surplus. The Court never- 
theless taxed the issuance of the bonds 
as a distribution of an ordinary divi- 
dend. 

In the above cases the taxpayer pre- 
sumably attempted a distribution of 
surplus in the guise of a reorganiza- 
tion. In a case decided by the 8th 
Circuit Court of Appeals on July 28, 
the taxpayer discovered to his dismay 
that the Court read into a dissolution 
of a corporation and the organization of 
a new corporation, a reorganization, 
even though the customary form re- 
quired in the reorganization provisions 
was not followed. The purpose of the 
liquidation of one corporation and the 
organization of a new corporation was 
to enable the stockholders who owed 
money individually to convert their per- 
sonal obligations into corporatiot. 
obligations. Under Missouri law, a 
corporation cannot assume individuai 
obligations. The stockholders there- 
upon dissolved and liquidated the com- 
pany. The assets acquired by the stock- 
holders were then conveyed to a new 
corporation and the new corporation 
issued its promissory notes and stock 
for the assets received. The*new cor- 
poration without interruption continued 
to conduct the identical business pre- 
viously conducted by the old corpora- 
tion. 

The taxpayer claimed a capital loss 
on the liquidation. This the Tax Court 
disallowed on the ground that the 
transaction was not a mere liquida- 
tion but a reorganization under 
LIZ (aNiGh) Gd): 

In addition, the new corporation 


(9) Survaunt vs. Commissioner, CCA 8, 1947. 
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Recent Trends in Reorganization Cases 


claimed a stepped up basis for the de- 
preciable assets. This too the Com- 
missioner disallowed on the ground 
that the assets were acquired in a re- 


organization and the _ predecessor’s 
basis for the assets should have been 


used, 

The Tax Court had found that con- 
sidering all the parts of the transac- 
tion together and not separately, the 
liquidation was only one step in an in- 
tegrated transaction; that by means of 
the entire operation there was “trans- 
ferred” under 112(g)(1)(d) by the 
old corporation all or a part of its as- 
sets to another corporation and im- 
mediately after the transfer the trans- 
feror or its shareholders were in con- 
trol (80%) of the stock of the new 
corporation under 112(h). The stock- 
holders acted as a conduit for the deliv- 
ery of the assets. 

Of course, the taxpayer contended 
that the form of the transaction did 
not meet the requirements of the statute 
and that there was no corporate pur- 
pose ; which latter fact was even one of 
the findings of the Tax Court. 

The Circuit Court ruled that the 
transfer of assets of one corporation 
to another through an intermediary 
would satisfy the requirements of Sec- 
tion 112. This the Supreme Court 
had decided in Helvering vs. Alabama 
Asphaltic Limestone Co. where 
there was a transfer in bankruptcy of 
assets of an old corporation to its credi- 
tors and by them to a new corporation. 
This constituted a reorganization. 
Furthermore, the Circuit Court held 
that this finding of the Tax Court was 
binding on it under the Dobson rule. 

Of course the proposition that the 
reason for the transaction was found by 
the Tax Court to be personal as op- 
posed to corporate presented a serious 
question and naturally the taxpayers 
relied upon the Gregory case“), and 
the Circuit Courts’ opinions in the 
Basley and Adams cases. But the Cir- 


(10) 315 U. S. 179 (1942). 
(11) 293 U. S. 465 (1935). 


cuit Court held that the motive of the 
stockholders is immaterial if a reor- 
ganization of the corporate business is 
in fact accomplished. A reorganization 
occurred when the series of undisputed 
transactions was considered as an in- 
tegrated whole. Apparently a transfer 
of assets to a continuing corporation 
is not disqualified as a reorganization 
merely because the motive for the 
transaction was solely to benefit the 
stockholders. 

Several months before this case was 
decided, the First Circuit rendered an 
opinion in a somewhat similar reor- 
ganization !), 

All the stock of a corporation was 
held by trustees of an estate. In 1941, 
the corporation which was engaged in 
three different lines of business sold 
two branches of the business for cash 
and securities. On December 29, the 
corporation transferred the assets per- 
taining to the third branch of the busi- 
ness and $90,000 in cash to a new cor- 
poration organized by it, receiving in 
exchange all the stock of the new com- 
pany. A half hour later the old .com- 
pany voted to liquidate and distributed 
the remaining assets consisting of 
cash, stocks and bonds, and the stock 
of the new company, cancelling the 
stock of the old corporation. 

On liquidation there was a gain of 
about $66,000 which the stockholders 
reported as a capital gain under 115(c). 


The Commissioner held that the 
liquidation constituted an exchange 


pursuant to a plan of reorganization 
under 112(b)(3), that the distribu- 
tion had the effect of a distribution 
of a taxable dividend and so taxed it 
as ordinary income under 112(c) (1) 
and (2). 

The Tax Court upheld the Com- 
missioner and taxed the distribution 
as an ordinary dividend on the author- 
ity of the Bedford Case. The petitioners 
contend that since a business purpose 
was lacking no reorganization occurred. 


(12) Harriet S. Lewis v. Commissioner, 160 F (2nd) 839 (1947). 
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fhe Circuit Court was of the opin- ness purpose, a clear cut question of law 
that in substance the ultimate re- would then be presented to the Circuit 
sult of the series of transactions was to Court. 
effect a partial lic Pui iidatir yn. Such a 2 ain It sh yuld be noted th: t this is not the 
1941 would of course have Wea a usual case where a taxpayer is arguing 
t reorganization exists in order 
advantage of the tax free ex- 
» provisions. Here it is the Com- 
ioner who spells out a reorganiza- 
a distribution the 


rt term capital gain and fully tax- 


On the question of business purpose 


the Circuit Court remanded the case 





for a specific finding on that issue. It tion in order to give 

lid however say that none of the usual effect of a adi vidend taxable as ordinary 
exa nples of | D1 usine SS pur] se seem to inco rie 

be present here, such as modification Time limitations prevent an adequate 
of the corporate ‘structure, the addition discussion of the doctrine of business 


of new business enterprises, or the purpose particularly in the light of 
] 
i 


severance of part of the old. It alsoadds some of these cases which seem to 
that if the Tax Court found that a busi- ignore the doctrine entirely, or at any 
ness purpose existe d or was lacking rate, to minimize it. 

» rule . Dobson case would pre- Undoubtedly this issue will be before 
nt f ip question. It also the Courts again. In the meantime, the 
id that 1 Ta urt were to say taxpayer is again leit in much doubt as 
lat a reorganization under 112(¢2)(1)_ to val he is or is not accomplishing 


bwal 





| occurred ies the lack of a busi- a tax-free reorganization. 
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By Macrice P. 
is apparent that many reasons ex- 
wr the need to conduct business ac- 

: the form of —— corporate 
entities. 1] doe separat its are fre- 
que lated by contr olling stock- 
hole ing as officers or directors. 
rh nance of such separate en- 

ies » conduct of business affairs 
may result in tax savings, the tax- 
pe s ultimate dream. The Courts 
have irequently reviewed these situa- 

ms and have developed the doctrine 
that tax benefits may be obtained by 
whatever leg: : right the taxpayer might 
employ (U r, Isham, 17 Wall. 496), 


including d na business by means of 
separate entities. To what extent these 

its will be recognized by the tax- 
ing authorities is always a perplexing 
problem. Generally, the proposition of 
doing business in corporate form as an 
activity separate and apart from i 
trolling stockholders has been recogn- 


be: el 


its con- 


ized as valid. Congress has also re- 
cognized _the general principles in- 
volved. However, it has enacted special 


tax legislation to permit, restrict, pe- 
nalize, or defer or postpone taxes as be- 
tween stockholder and controlled cor- 


poration, without implication of tax 
evasion, 

The exceptions to the general rule 
have been developed in many interest- 
ing cases which will be analyzed. From 
hese cases, conclusions may be reached 
concerning the probability of recogni- 
tion of the separate corporate identity. 





Maurice P. Getver, C.P.A., has 
been a member of the Society since 
1935 and during that time was an 
active member on both the Commit- 
tee on Contingent Liabilities and 
Commitments and the Committee on 
Intangible Assets. He has written 
a number of articles which have ap- 
peared in “Taxes—The Tax Maga- 
zine” and the “New York Certified 
Public Accountant” 











1948 


GELLER, C.P.A. 

In some cases, the Court has character- 
ized the result as a sham lacking in busi- 
ness reason, or has questioned the pur- 
pose and bona fides, criticized the desire 
to reduce taxes, or carefully examined 
and investigated the form and sub- 
stance of the transaction and relation- 
ship between the corporation and the 
controlling stockhol Ider with special 
reference to its effect on tax incidence. 
Some Applicable Statutory 

Provisions 


legislation has had a direct in- 
fluence upon the incidence of taxation. 
Statytory recognition of separate en- 
tities may be found in the following sec- 
tions: Transactions (losses) between a 
corporation and stockholders (family 
transactions) are disallowed by I. R. C., 
Section 24(b). Section 45 authorizes 
the Commissioner to reflect clearly the 
income of any organizations owned di- 
rectly or indirectly by the same inter- 
ests, by reallocation of income, expenses 


This 


and credits. I. R. C., Section 102, 
which imposes a surtax on the un- 
reasonable accumulation of surplus 
(except for proper reasons) if divi- 


dends are not decla: ‘ed annually to the 
stockholders. Due to the statutory ex- 
emption afforded in I. R. C., Section 
112(b) and 112(g), transfers or ex- 
changes between stockholders and cor- 
porations may not be taxed until a later 
date. I. R. C., Section 141, permits 
parent and affiliated corporations to 
seek tax advantages by offsetting losses 
of some as against gains of others, with- 
in affiliated groups, by filing con- 
solidated returns. I, R. C., Section 129, 
was enacted to prevent acquisition after 
October 8, 1940, of deductions, credits 
or allowances against income or excess 
profits tax by acquiring control of a 
corporation which is entitled to such 
deductions or allowances. The Senate 
Finance Committee stated that if a con- 
trolled or affiliated group existed on 
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October 8, 1940, transfers thereafter 
within the group could not amount to 
the acquisition of such control by a par- 
ent or its controlling group. In I. R.C., 
Section 500, pe rsonal holding corpora- 
tions will be penalized on undistributed 
subchapter A net income. Special sur- 
tax exemptions are allowed to corpora- 
tions trading in the Western Hemi- 
sphere and qualifying under I. R. C., 
Section 109. The Bureau has ruled 
(IT 3757, 1945, CB 200) that the crea- 
tion of a new domestic corporation to 
carry on in the Western Hemisphere 
the business of an existing domestic cor- 
poration does not constitute tax avoid- 
ance within the meaning of Code Sec- 
tion 129, although created for the sole 
purpose of tax exemptions under Code 
Section 15(b). Stockholders of Per- 
sonal Service Corporations are required 
to include Supplement S net income in 
their annual income (I. R. C., Section 


eNO): 


General Rule: Judicial Construction 

The Courts have recognized the prin- 
ciple that the corporation will be gen- 
erally regarded as separate legal entity, 
entirely distinct from those who own or 
control it. 

The Federal Courts have resolved 
this question in Peterson v. Chicago 
Rock Island R. R., 205 U.S. 364, and 
in Hall's Safe Co. v. Herring-Hall- 
— Safe Co., 146 F. 37. The New 
York State Court resolved this question 
in People v. American Bell Telephone 
Co... 117 x Y. 241: Berch vi UL S.,; 
54 F. Supp. 175. 

In discussing the wisdom of recog- 
nizing separate entities, Justice Holmes 
said, 

“Tt would have been preferable to respect 
the corporate entity separateness. It leads 
nowhere to call a corporation a fiction. If 
it is a fiction, it is a fiction created by law 
with intent that it should be acted on as if 
true.” Klein vy. Board of Tax Supervisors, 
282 U.S. 19. 

The Supreme Court recognized sepa- 
rate entities in Lynch v. Hornsby, 247 
U. S. 339. It also discussed the ques- 
tion in Eisner v. McComber, 352 U. S. 
189, in which it said, 
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“We must treat the corporation as a sub- 
stantial entity separate from the stock- 
holder, not only because such is the prac- 
tical fact, but because it is only recognizing 
such separateness that any dividend, even 
one paid in money or property can be re- 
garded as income to the stockholder.” 


The general rule of recognizing the 
distinction between stockholders and 
corporation was applied again in the 
transfers between the corporation and 
its stockholders in Burnet v. Common- 
wealth Improvements Company, 287 U. 
S. 415, reversing 57 F.(2) 47, which in 
turn reversed the Board of Tax Ap- 
peals, 20 BTA 1189. The taxpayer was 
old and the double purpose for forming 
a corporation was to avoid multifold 
death duties or transfer taxes on suc- 
cessive transfers by inheritance and to 
insure the safety of an endowment 
which the sole stockholder wished to 
sponsor. The sole stockholder trans- 
ferred large blocks of investment securi- 
ties to the newly formed corporation 
in exchange for its stock and deben- 
tures. The corporation exercised rights 
to subscribe to additional shares of such 
stock and reduced its cost to $18.806875 
per share or $4,231,566.88 for the 
225,000 shares involved in the instant 
transaction. The stock had a market 
value of $5,287,500. These shares were 
sold at their market value to the sole 
stockholder’s assignee, an estate, in 
cancellation of certain debentures owed 
to it by the corporation and other securi- 
ties owned by the estate. A profit was 
realized of over one million dollars in 
this sale, and was taxed by the Com- 
missioner. The taxpayer claimed that 
there was no profit or loss on the trans- 
fer to or from the corporation and that 
the corporation and the sole stockholder 
were the same entity. The Board of Tax 
Appeals was reversed by the Circuit 
Court, which was, in turn, reversed by 
the Supreme Court. It said that the 
sole stockholder sought to ignore the 
benefits that he and the corporation had 
enjoyed from separate existence by re- 
questing that the corporation and the 
single stockholder be overlooked only 
with respect to transactions which take 
place between them. The Supreme 
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Court affirmed what the Board of Tax 
Appeals determined, stating as follows: 
“The fact is that the petitioner did have 
a separate legal existence with privileges 
and obligations entirely separate from those 
of its stockholders. The fact that it had 
only one stockholder seems of no legal 
significance. Cannon Mfg. Co. v. Cudahy 
Co.; 207 OU. Sicde. 


In Burnet v. Clark, 287 U. S. 410, 
the loss was disallowed under Revenue 
Act of 1921, Section 204(a). The prin- 
cipal stockholder endorsed notes for the 
corporation of which he was the guiding 
executive and suffered a loss. The 
Commissioner disallowed the loss inas- 
much as it was not a proper corporate 
deduction, nor a business loss allowable 
on his personal tax return. He did not 
regularly conduct a business of endors- 
ing a note for profit. The Supreme 
Court treated them as separate entities 
and did not regard the corporation as 
his alter ego or agent. The taxpayer 
had also treated the corporation as a 
separate entity for taxation. The Court 
concluded by saying, 

“A corporation and its stockholders are 
generally to be treated as separate entities. 


Only under exceptional circumstances not 
present here, can the difference be disre- 


garded. See also Klein v. Board of Super- 
visors, supra; Dalton v. Bowers, 287 U. S. 
404.” 


In Mew Colonial Ice Co., Inc., 292 
U. S. 435, the Supreme Court disal- 
lowed a net loss of a predecessor cor- 
poration from its income tax return. 
The Court held that in law and in fact 
the two corporations were not identical 
but distinct, implied by the transfer of 
assets and business from one to another 
and that thereafter neither corporation 
had control over the other. (Peabody 
v. Eisner, 247 U. S. 347) The Court 
said, the general rule is subject to 
qualification that the separate entity 
may be disregarded in exceptional situa- 
tions which otherwise would present an 
obstacle to the due protection or en- 
forcement of public or private rights. 
(See Southern Pacific v. Lowe, 247 U. 
S. 330.) 

The Supreme Court, in another case, 
stated its opinion that for tax purposes 
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the corporation and stockholders are 
not to be merged and that the tax ad- 
vantages or disadvantages follow the 
choice of a form of business activity 
adopted. In Moline Properties, Inc. v. 
Commissioner, 319 U. S. 436, the in- 
come was determined to be that of the 
corporation not of the sole stockholder. 
The corporation had originally been 
formed under pressure from a creditor 
to assume certain liabilities of the trans- 
feror, and for other business reasons 
such as receiving additional working 
funds from this creditor. The stock of 
the corporation was held by a voting 
trustee nominated by the creditor to 
secure the new funds needed by the 
corporation to pay back taxes on the 
real property transferred. The corpora- 
tion repaid the creditor and the prop- 
erty was sold thereafter. The corpora- 
tion also entered into other and separate 
purchases from the original one. No 
agency existed here between corpora- 
tion and stockholder. The Supreme 
Court found that the corporation was 
not a figmentary agent and declined 
to disregard the corporate entity. 

In a recent case, a parent corpora- 
tion operating interstate buses guaran- 
teed the loss incurred by a subsidiary 
operating in California. It deducted the 
deficit of the subsidiary from its operat- 
ing profits. The guaranteed payment 
of the subsidiaries’ deficit was disal- 
lowed as a parent company expense in- 
asmuch as the separate entities could 
not be disregarded. Interstate Transit 
Lines v. Commissioner, 319 U. S. 590, 
aff'g. 130 F(2) 136, and aff’g 44 BTA 
957. See also Los Angeles & Salt Lake 
R. R. Co., 4 TC 634; NA 1945, CB 8. 

This doctrine of separability was fol- 
lowed in the case of Commissioner v. 
P. O. B. Montgomery, 144 F(2) 313, 
aff’g. 1 TC 1000; NA 1943, CB 36. The 
corporation was owned principally by 
stockholders other than Montgomery 
(wife, children and brother). On July 
Ist, it received an assignment of a con- 
tract to complete a construction job 
which Montgomery had commenced 
and which was one-half finished when 
transferred. Montgomery was not em- 
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ploved by the corporation to supervise 
job nor did the assigned contract 


rovide tor his personal services. The 
'p ration was to complet >and leliver 
shed building. Montgomery paid 

a tax on the profits realized on the por- 


tion of x pats done by him before as- 


igning the contract to the corporation 


which finished the work three months 

r. It reported its profit which the 
Commissioner sought to tax t » Mo 

ynery individually. The Circuit Court 


id in taxing the remainder of the 
profits to the corporation that, 

“We think the prosecution of the work 

after July Ist, though it had apparently 


been well organ ized before, was a business 


e within the corporation's charter powers. 
a attended with business risks, and that 
it ir fit Ss belong to the cor “por ation. That 
he corporation was org inized through a 
of money by Montgomery to his chil- 

lren, and that he has to some extent since 


erved it W with ut charge, does not alter the 
mat 1e judgme ‘nt of the Tax Court is 
cording to law, and is in both cases af- 


Separate Entity Disregarded 

In a case tried before the » Second Cir- 
cuit Court of Appeals, the doctrine of 
separate entities was disregarded in or- 
der to carry out a legislative purpose. 
It was held that the petitioner, a par- 
ent corporation, owning all the stoci 
in eight subsidiary corporations, should 
be treated as the owner of the sub- 
sidiaries’ vessels. It was, therefore, en- 
titled to deduct in computing its net 
income subject to profits taxes under 
the Revenue Act of 1918, the amount of 
its net earnings invested in the con- 
struction of new vessels as provided in 
Section 23, 46 USCA, Section 878. 
See Munson S. S. Line v. Comunts- 
stoner, 77 F.(2) 849. 

The separate. corporate form was 
ignored in Asiatic Petroleum Company, 
79 F.(2) 234. cert. denied 296 U. S. 
vhere certain domestic stock was 
sold to a foreign corporation. The 
transferee and the transferor had the 
same stockholders so that it was im- 
material to the beneficial owners of the 
potential income whether it was realized 
by one business or the other. The for- 
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eign corporation in turn sold it to an- 
other domestic corporation at a sub- 
stantial — The Court taxed the 
income realized by the foreign corpora- 
tion to the taxpayer (transferor). This 
transfer was made for the pur D se of 
having the profit escape taxation; the 
Court would not agree to this and up- 
held the Commissioner in applying 
Section 45 of the 1928 Act and his allo- 
caticn of profit from the sale to the 
petitioner. 

In Bourjois, Ine., 300 U. Ss. 682, 
85 F.(2),510, the Supreme Court dis 
regarded separate corporate entities, 
and denied certiorari. In this case, the 
company sought to reduce its excise tax 
liability by the means of selling to 

lly-owned subsidiaries at a small 
profit. These subsidiaries resold to the 
trade at higher prices made possible by 
the well known and valuable trade 
names owned and controlled exclusively 
by the parent corporation. The decisi 
to tax the parent company and 
the separate entities of th 








the subsidiary 
corporations rested firmly on the 
grounds that (1) the sales price de- 
termined in the ordinary course of busi- 
ness was that price at which the par- 
ent had sold the merchandise prior to 
the organization of the subsidiaries, (2) 
with respect to the first outside sale, 
that the product was sold unfer the 
well known trade names and was not 
in the same class as unbranded mer- 
chandise. 

te sv. Morris 
35 F.(2) 711, cert. 
54, the stockholders 
e rental income from 
yy the corporation. 


In the = se of Uni 

Essex KR. Ca., 
has 520, URS SY 
received directly t 
property owned 


] 
I 


} 
I 
} 
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The government sought 
sustained in its effort to tax the 
lessor corporation on the income from 
lease of its property. The existence of 
the lessor corporation (during its char- 
ter) was essential to the execution of 
the lease. The lessee also agreed to 
pay all income tax debts which was 
never done. The Court said of the cor- 
porate entity separate from its share- 
holders, 
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lessee might default, and they 


“The 
(stockholders) would then wish to retake 
their railroad, for whose operation a cor- 
poration would be essential. For these rea- 
sons, they continued to use corporate form, 
and they cannot retain the privilege with- 
out accepting the burden, one of which is 


that any collective income shall bear a 
tax. The Courts will not allow the fic- 
titious personality of a corporation to be 
used as a means of avoiding public duties; 
and the form of this transaction cannot con- 
ceal the truth that payments tothe corpora- 
tion are for all practical purpose payments 
to the shareholders and payments to its 
shareholders, payments to the corporation.” 

The same Circuit Court in a later 
case (National Investors Corporation, 
Appellee v. Jane M. Hoey, executrix- 
appellant, 144 F.(2) 466) said of the 
above quotation that the treasury may 
disregard corporate form only if it is 
unreal or a sham. 

In United States of America, appel- 
lant v. The Brager Building and Land 
Corporation, appellee, 124 F.(2) 349, 
4 Circuit, the income was taxed to the 
partnership and not the corporation, 
which held passive legal title to prop- 
erty as a convenient agency for the 
partnership. The corporation had no 
business activity; it did not assume the 
mortgage debt; it had no capital, bank 
account, office, or books of accounts. 

In Thomas K. Glenn, 3TC 328, the 
corporation was regarded as the alter 
ego of the sole stockholder; the cor- 
poration having been formed for the 
sole purpose of holding various assets 
of his. The corporation did no busi- 
ness, merely served a personal con- 
venience. The loss on liquidation of 
this corporation was denied for the rea- 
sons above. 


Reduction of Taxes—Tax Avoidance 

The devices used by the taxpayer to 
decrease its tax liability have taken 
many varied forms. The ideas have 
been ingenious and it is to the credit 
of the Commissioner that these have 
been carefully examined for the ef- 
fect on proper tax incidence. The 
judicial recognition of tax avoidance 
schemes and evasion has been consider- 
able, and, much time and thought has 
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been devoted to determining a fair 
standard of evaluating the conflicts 
which arise from time to time. No at- 
tempt will be made to discuss fully the 
subject of tax avoidance, or to collate 
the many court decisions, but some 
sampling will follow. 

The Commissioner has applied I. R. 
C., Section 45 to protect the Revenue. 
The long legislative history of Section 
45 was discussed in Asiatic Petroleum, 
supra. It reiterated the intent of Con- 
gress to prevent the shifting of profits, 
the making of fictitious sales and other 
methods adopted for the purpose of 
“milking”. In these cases, the Com- 
missioner is limited to allocation be- 
tween two or more organizations owned 
or controlled directly or indirectly by 
the same interests to (1) prevent eva- 
sion of taxes and (2) to clearly reflect 
the income of any such organization, 
trade or business. (See 69th Congres- 
sional Record Part 2, page 1068). In 
the above case, the Court held that the 
Congressional definition included the 
attempt to “milk” profits of a domestic 
corporation by a foreign parent or par- 
ents. This was regarded as a means of 
placing profits beyond the reach of tax- 
ing authorities. The separate entities in 
this case were therefore disregarded. 


Section 45 was again the means in 
attempting to reallocate income between 
a corporation and a partnership (Epsen 
Lithographers, Inc. v. George W. 
O’Malley, Collector of Internal Rev- 
enue, D. C. Nebraska 6/14/46, 67 F. 
Supp. 181) which attempt was denied 
by the Court. The partnership was 
formed to take over the corporation’s 
business. The capital of the partnership 
was contributed out of separate funds 
of the partners and that the rental paid 
to the corporation for leasing its assets 
was a fair one. The purpose of creating 
a partnership was to give certain mem- 
bers of the family a greater share in 
the business and to secure for the busi- 
ness the benefit of their skill which 
would otherwise have been lost, and not 
tax avoidance. In discussing the sub- 
ject of tax avoidance, the District Court 
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reviewed many of the Supreme Court 
decisions with respect to fundamental 
and well recognized principles in the 
field of tax law, and reiterated for 
guidance. 

“Legislative words, particularly in the 
provisions of a tax law, are not inert and 
derive vitality from the obvious purpose 
at which they are aimed. Griffith v. Com- 
missioner, 308 U. S. 355; 40-1-USTC 9123; 
quoted with approval in Nebraska National 
Hotel Co. v. O'Malley, 63 F. Supp. 26 (D. 
C. Neb.)” See Mertens Law of Federal 


Income Taxation, Volume 8, Section 46:69. 


In Sanford Corp., 106 F. (2) 882; 
cert. denied, 309 U. S. 659, the corpo- 
ration ( Personal Holding Corporation) 
sought and was denied a dividend paid 
credit inasmuch as the dividend was 
not actually paid within the year in 
question. (Section 351 (b) (2) (c) 
Revenue Act of 1934.) The sole stock- 
holder had no knowledge of the declara- 
tion of the dividend during his absence 
and could not return in time to pay it 
during the year, but actually did in the 
next year. The Court said this type of 
tax avoidance (“incorporated pocket 
book”) was discussed at length in the 
hearings on the Revenue Act of 1937, 
before the Joint Committee on Tax 
Evasion and Avoidance, Part 1, p. 186, 
in which it was determined that as early 
as 1913, the corporate fiction might be 
put to another use having the aroma of 
impropriety. The basic purpose of Con- 
gress was to empty the “incorporated 
pocket book”, a different purpose from 
the prevention of accumulated corpo- 
rate surpluses in unworthy cases. 


The following are a few of the other 
cases dealing in the principle of sepa- 
rate entities which used the separability 
as a tax saving device. It was held that 
the creation of trusts for tax saving 
purposes is not fatal. See Elisabeth K. 
Lamant, 43 BTA 61. In another case, 
it was decided that it was proper for 
trustees to perform their duties in such 
a way as to save taxes. See John D. 
McKee et al., trustees, 35 BTA 239; 
A, 1937-1-CB 10. The doctrine applies 
to partnerships Chisholm v. Commis- 
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sioner, 79 F. (2) 14; cert. denied, 296 
US. Ol. 

In all instances of separate juristic 
persons, the treasury follows the sub- 
stance of the transaction to determine 
whether the method adopted to carry 
the plan into effect was unreal or a 
sham. This was true in Higgins v. 
Smith, 308 U. S. 473, involving the 
deductibility of a loss on a sale of secu- 
rities (under the 1932 Act) by Smith 
to a wholly-owned corporation whose 
transactions were restricted largely to 
dealings with its stockholder. The de- 
ductibility of the loss was denied. It 
was not a real loss because of the sole 
ownership of the corporate stock by the 
stockholder. Under the present Code, 
Section 24(b), this is not permitted as 
a matter of law. 

In Campana Corp. v. Harrison, 114 
F. (2) 400, the case involved excise 
taxes and turned upon the fact that 
sales to a corporation having the same 
stockholders were not arms length 
transactions. Continental Oil Co. v. 
Jones, 113 F. (2) 557, cert. denied, 
311 U. S. 687, also dealt with excise 
tax on sales to wholly-owned subsidi- 
aries. These corporations were utilized 
as mere instrumentalities for the pur- 
pose of avoiding an imminent tax. The 
government will strike down frauds on 
the tax statute. 


Bona Fides — 
Good Business Reason 

Transactions between stockholders 
and controlled corporations have taken 
many forms in an effort to reduce tax 
liability. The Courts will in each case 
apply certain basic tests in examining 
the facts before finally determining the 
efficacy of the tax savings efforts. One 
of the most important of these tests is 
the reality of the separate entities. The 
Commissioner will decline to permit 
legal devices to save taxes if the trans- 
action is temporary in nature, a sham 
or fiction, not bona fide, and completely 
lacking in a sound business purpose or 
activity. 

In the well known, and perhaps one 
of the most quoted cases in tax history, 
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Gregory Vv. Helvering, supra, the trans- 
action, which otherwise would conform 
to the tax free reorganization features 
permitted in the Internal Revenue laws, 
was disallowed because the transaction 
was temporary and without a sound 
business and corporate purpose. The 
Court said that it wished to fix the 
character of the transaction, eliminating 
the tax saving motive, and it found that 
the sole object was not to reorganize a 
business but to transfer a parcel of cor- 
porate stock to the individual through 
the means of a new corporation organ- 
ized for this purpose, and was then dis- 
solved. The Court pierced the veil of 
legality, or form of the transaction, and 
decided that there was no reality or 
substance to the matter and accordingly 
disallowed the tax free reorganization 
and made it a taxable transaction. 

To some extent, this decision appears 
to be conflicting with Chisholm v. Com- 
missioner, supra, in that (1) a motive 
to reduce or otherwise avoid taxation 
does not invalidate a transaction other- 
wise legal in form, and that (2) regard- 
less of the form, where the object of 
the transaction is tax avoidance the tax 
consequences will flow from the sub- 
stance rather than the form. In the 
Chisholin case, the purpose was to form 
an enduring firm (partnership) which 
should continue to hold the joint prin- 
cipal, to invest and reinvest it. The 
brothers chose to deal in the property 
by transferring and pooling it in a sin- 
gle firm. The basis of certain assets 
were increased. The litigation con- 
cerned itself with a basis problem which 
has since been eliminated by the Reve- 
nue Act of 1934, stating rules for the 
first time for determining the basis of 
the assets transferred to a partnership 
(Now, I. R. C. Section 113 (a) (13)). 

Avoiding taxation cannot be the basis 
of liability, but where the purpose con- 
tradicts or defeats the apparent trans- 
action it is that purpose, rather than the 
purpose to escape taxation, which per- 
mits the Court to disregard the form. 
See Louisville Trust Co. v. Glenn, 65 
Supp. 193. Here following a liquidating 
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dividend in kind, a sale was completed 
by the stockholders, not the corpora- 
tion. This was affirmed by the Court. 


Many stratagems are used to reduce 
or transfer tax incidence. Frequently, 
stockholders of a corporation organize 
a. new partnership, ownership resting in 
the same proportions, to carry on a 
phase of the corporate activities. This 
is accomplished by mutual agreement as 
to the business functions and activity 
to be undertaken by the partnership, 
formerly a function of the corporation, 
and as to the other rights of the respec- 
tive parties.. The Commissioner has 
consistently followed these attempts. 
When he is successful in establishing a 
lack of sound business purpose, he will 
reallocate the income of the partnership 
to the corporation. The authority for 
this is vested in I. R. C., Section 45. 

The Tax Court in a recent case, 
Seminole Flavor Company, 4 TC 1215; 
(A), 1945 CB 6; did not consent to 
the reallocation of income between a 
corporation and a partnership owned 
by the same interests by the Commis- 
sioner. The Tax Court thought there 
were good and sufficient reasons for the 
separate entities based on the facts. It 
was proved during the trial that the 
partnership assumed certain obligations 
under the contract between the parties. 
The corporation was to devote its entire 
effort to the manufacture of its product, 
and the partnership was to sell it to the 
customers. The partnership was to pro- 
mote the product and trade name of 
the corporation, thereby stimulating the 
sales of the customers. New methods 
of dealing with customers were intro- 
duced by the partnership and a large 
advertising campaign was started. It 
was the Court’s problem to evaluate 
the contract between the parties on a 
basis of an arm’s length transaction. 
The Court said it believed the com- 
pensation between the two parties as 
fair and reasonable. During the trial, 
the Commissioner urged that the part- 
nership be ignored although he had al- 
ready recognized the existence of the 
same partnership, its conduct, and of its 
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business and deductions. The partner- 
ship was a separate business enterprise 
which in itself was a sufficient business 
reason. It was this determination which 
enabled the Court to reach its decision 
that the corporation had sustained the 
burden of proof with respect to validity 
of the separate entities. They were per- 
mitted to stand as filed. 

This recognition of the separate 
existence of a partnership and corpora- 
tion as separate entities was settled 
again in Nichols & Co. v. Secretary of 
Agriculture, CCA 1st Circuit, 131 F. 
(2) 651 (not a tax case). Here it was 
held that a corporation composed of 
members who were stockholders in a 
corporation of the same name, and 
whose interests in the partnership were 
identical with their stock interest in the 
corporation, could not be disregarded 
by the Secretary of Agriculture in ad- 
ministering the Commodity Exchange 
Act. There was a sufficient business 
reason for their recognition by the 
Courts. 

This was evident in IV. R. Ross, 
Petitioner v. Commissioner of Internal 
Revenue, 129 F. (2) 310; rev’g. 45 
BTA 1155. The corporation of which 
W. R. Ross was practically sole stock- 
holder conducted an auction business 
and all its related feeding and financing 
activities. W. R. Ross and association 
conducted simultaneously a partnership 
of buying and selling livestock. There 
were years in which one lost money and 
the other made money, but the con- 
trolling stockholder chose to keep the 
entities separate. Combining these en- 
tities might have resulted in some tax 
saving in some years which he chose not 
to take advantage of. It was clear that 
the corporation was used for the auction 
business representing sellers in feeding, 
financing and auctioning off their cattle 
and W. R. Ross remained in the other 
business of buying and selling mules. 
Frequently, he bought from his own 
auction company. These two activities 
were not in conflict. W. R. Ross was 
treated by the corporation exactly like 
any other account. It was true that 
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W. R. Ross and his associates worked 
at the same time for the company and 
themselves, but this was not sufficient 
reason to consider the corporation as 
another pocket and provide the reason 
for disregard of separate entities. 

Reasons were found to be present 
where a bank organized a subsidiary to 
engage in the real estate and mortgage 
business. It originally loaned money on 
mortgages and was compelled to fore- 
close and operate these properties, 
awaiting the day when it could liquidate 
the transaction and retire from the real 
estate business. The real estate corpo- 
ration, all of whose stock was owned 
by the bank, was organized in 1932 and 
continued to operate until 1944, when it 
was finally liquidated. In December, 
1944, the bank decided to liquidate the 
real estate company. In order that Sec- 
tion 112 (b) (6) not be applied, 
the bank sold one-quarter of its stock in 
this real estate company and liquidated 
it. The issue before the Court was a 
loss taken in 1941 by the bank on retire- 
ment by the real estate company of a 
portion of its capital stock, inasmuch as 
it was not in need of all of the funds on 
hand. The Commissioner’s theory was 
that the real estate corporation was so 
dominated by the bank that it should 
not be recognized as a separate corpora- 
tion. This was rejected by the Court 
since it recognized legitimate business 
reasons for the organization and opera- 
tion of the real estate company inas- 
much as it was impractical for a bank- 
ing institution to engage in the real 
estate business. The Court found that 
the retirement in 1941 was not part of 
a plan to liquidate in 1944. It was not 
known in 1941 definitely whether and 
when the company would be liquidated. 
The loss on the retirement of stock in 
1941 was permitted to stand. Rhode 
Island Hospital Trust Co., 7 TC 211; 
(A) 1946 2 CB 4. 


A very interesting case, Comin. of 
Int. Rev. v. Greenspun, 156 F. (2) 917, 
(C.C.A.-5, July 19, 1946) concerned 
itself with a sole stockholder who 
caused his wholly-owned corporation to 
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resell to him, at cost, certain assets pur- 
chased from him the year before. 
Thereafter, the corporation rented these 
cylinders, and other cylinders as well 
which it had never previously owned. 
Many years later, the sole stockholder 
transferred to irrevocable trusts all 
these assets whether or not previously 
owned by the corporation, and the right 
to these rentals. The beneficiaries of 
the trust were his children. The Com- 
missioner attacked these separate en- 
tities and (1) sought to tax the trust 
income to the grantor, (2) sought to 
disallow the rentals as expense to the 
corporation, and (3) sought to tax the 
rentals paid by the corporation as in- 
formal dividends to the grantor. The 
Circuit Court reversed the Tax Court 
and (1) allowed the trusts as valid and 
(2) it allowed payments of rentals in 
fair amounts as deductions by the cor- 
poration, and (3) the balance of rentals 
were chargeable to the grantor as in- 
formal dividends. The Court believed 
that this was not tax dodging device but 
that the transaction had reality. 

The lack of a good business reason 
or the determination of the presence 
“sham or fiction” in a business activity 
has been the prime force in the Com- 
missioner’s litigation before the various 
judicial kes: This eovered a great 
variety of cases. In a recent case, ac- 
crued interest on bonds was sought as 
a deduction by a corporation taxpayer. 
Its bonds were owned by another cor- 
poration which also owned all of its 
capital stock. The circumstances were 
such that disregarding the parent sub- 
sidiary relationship, no reasonable per- 
son could assume that payment would 
ever be likely to occur. The Court said 
that if ever there was a case where 
flimsy paper transactions were put for- 
ward as a basis for tax avoidance this 
is it. See Prudence Securities Corp. v. 
Commissioner, CCA 2, 135 F. (2) 340. 

The cases are voluminous with re- 
spect to good business reasons as a basis 
for recognition of separate entities. 
Other good business reasons include 
gaining an advantage under law of the 
state of incorporation; Texas Empire 
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Pipe Line Co. v. Commissioner, 127 

(2) 220; or to avoid the demands 
of creditors, Sheldon Building Corp. v. 
Commissioner, 118 F. (2) 835, or to 
comply with demands of creditors, 
Palcar Real Estate Co. v. Commis- 
sioner, 131 F. (2) 210. 

In Samuel S. Paymer Comuis- 
sioner, 2 Circuit, 150 F. (2) 334, two 
corporations were organized by a part- 
ner ship to hold title to the property and 
deter creditors of one of the partners. 
The profits and control ‘of the assets 
were to rest in the individual stock- 
holders. In the case of one corporation, 
it borrowed money and gave as security 
leases as the sole lessor. This was con- 
sidered a business activity and accord- 
ingly, the income treated as the corpo- 
ration’s not the stockholders’. In the 
case of the other corporation, no such 
business activity existed here. Here, 
the stockholders received some rental 
income of the second corporation and 
it was treated as income to them. Sepa- 
rate entities were recognized in one in- 
stance and ignored in the other. 


Conclusion 

The preceding discussion should en- 
able a practitioner reasonably to ap- 
praise a given set of facts to determine 
whether or not the general principles 
of separate juristic persons actually 
exist. 

The principles by which separate en- 
tities are recognized and approved have 
been well settled by the Courts. As 
analyzed above, they will be recognized 
if certain conditions exist such as a cor- 
poration not being a mere agency or a 
department of another. The presence 
of a sound business reason, or its equi- 

valent will be sufficient to keep them 
apart. It will be recognized where a 
new corporation was organized to carry 
out a legislative purpose. The separa- 
bility will be rejected when based on a 
temporary expedient, or w hen the net 
income of one is not clearly reflected 
resulting from improper allocation. The 
separability will not be recognized if 
the corporations exist in an atmosphere 
of sham or evasion. 
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A Better Deal for the Employee 


By J. K. Lasser, C.P.A. 


O* of the most essential fields for 
tax planning is in compensation. 
Our system of free enterprise depends 
for its entire existence upon men—their 
perspiration, their ingenuity, and their 
leadership. Free enterprise will work 
only if we can give free men the desire 
and the incentive to expend their 
talents. Instead, our tax laws are a real 
brake on our most important individ- 
uals. That is because our system takes 
so much after salaries reach up over 
$10,000 or $15,000. After $20,000, 
your added payments go at least 50% 
to the government. At $50,000, the trax 
collector takes almost 70% of additional 
sums. And at $90,000, you are giving 
up 75% of the next dollars you earn. 
What, please, are the chances to en- 
courage men to more perspiration, in- 
genuity and leadership? Common sense 
says these rates should never exceed 
50%. 

If taxes continue at their present 
high levels, they may, in effect, cause a 
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managerial revolution. They are today 
—in endless examples—removing the 
incentive to work for a considerable 
number of those who comprise our most 
enterprising, skillful and talented man- 
agement group. 

Business and its tax planners have 
an enormous obligation to help curb 
this managerial revolution. That means 
a constant search for approved plans to 

1. Defer compensation to later years 
when the tax might not be so 
high. 

2. Possibly eliminate the tax alto- 
gether by avoiding direct pay- 
ment. 

3. Defer the tax to a period when 
the employee might possibly get 
a capital gain for his services, or 
avoid tax if he does not cash in. 


We avoid the taxing of compensation 
entirely by a great many plans that are 
part of a good management program. 
The record here is some of the more 
recent thinking on the subject: 


Deferring Income to Later Years 


Sometimes the employer may find it 
advisable to defer his deduction to later 
years and, at the same time, to permit 
the employee to be taxed later. The 
employee may have much more to gain 
in view of the great disparity in tax 
rates for individuals and corporations. 

First to be used in that group of 
ideas would be plans for salary adjust- 
ment. If a man is ordinarily paid 
$10,000 a year, there is no bar to paying 
him $8,000 this year and $12,000 next 
year, subject to the requirement that 
both payments shall be reasonable for 
his services. 

If an employee elects voluntarily to 
take a reduction in salary for this year, 
he has no income on the amount elimi- 
nated. He may do that hoping you 
will increase his income next year. If 
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his salary for 1947 is $10,000 and he 
elects to accept $8,000 instead of the 
entire sum due, and actually makes the 
adjustment the $2,000 is not taxed. 

Employees also probably would have 
no tax to pay on this reduction if they 
suggested that the salary waived be 
given to a charity. On the other hand, 
ii the employees insisted that the 
amount waived be given to a designated 
person, then it would be income to 
them. 

If an employee’s compensation is 
impounded, postponed, forfeitable, or 
subject to defeat by the nature of the 
employment arrangements—there is no 
tax due until payment is made to the 
employee. Or if payment is prevented 
by lack of funds, there is tax due only 
when payment is actually made. To be 
taxed, compensation must be wnre- 
stricted, determinable, and available. 


Use of a Trust System to 
Defer Income to Later Years 
If an employee enters into an agree- 

ment under which any part of the 
money due to him is placed in trust 
subject to some act, or some omission 
of an act, or the passing of time, he pays 
no tax until the time for the happening 
of the contingency is passed. This rule 
is often used to get a deferral of income 
for the employee. Many arrangements 
of this type are used. 

In these, the employee has income 
when specified events occur in the 
future years. For example, you may 
postpone income for an employee (if 
salary ordinarily due this year is paid 
in a later year) upon the employee’s 
agreement to do one of the following: 

1. To be available for work as a 
consultant for a definite number 
of days in each of the future vears. 
Not to work in any similar line 
of business for the future years 
to which payment is deferred. 

3. To accept compensation in the 
future based on results in later 
years. For example, a sales man- 
ager could get his future salary 
based on sales in the future year. 
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Many of these contingent agreements 
postponing compensation to later years 
—which might ordinarily be paid now 
—start with recognition of the em- 
ployee’s “net after taxes.” If a man 
earns $50,000 a year and you pay him 
another $10,000—he will normally have 
only $2,875 left out of that. At the 
same time, your real disbursement 
(with 38% corporate rate) is only 
$6,200. Out. of these figures we get 
this type of computation— 


The corporation can afford to pay $6,200 
without desire for a tax deduction. The 
individual really is getting only $2,875 annu- 
ally. If he is 40 years old and retires at 65, 
the total net amount for the 25 years 
(under present rates) would be only 
$71,8 875 5. 

The corporation might buy an annuity 
policy for itself with the $6,200 in order to 
pay the employee in later years. The indi- 
vidual would not be taxed on any part of 
these annual premium payments if his rights 
to future salary were contingent on services 
or ommission of services. If a corporation 
buys a 20-year annuity or endowment policy 
payable to itself, proceeds are taxfree to it 
when collected, up to the amount of its 
investment. These proceeds could then be 
paid out as ari annuity to the individual, on 
retirement, securing a deduction for the an- 
nual payments then made. 

Assume that the individual is 40 years old, 
and the employer buys an endowment-at- 
age-65 policy, paying $6,200 annually. With 
the dividends left to buy paid-up endowment 
insurance, the endowment at maturity might 
approximate $161,000. By electing to receive 
the proceeds in installments for 10 years, it 
might vield $17,500 annually for 10 years. 
It could pay him $30,500 annually for 10 
years after his retirement. This $30,500 
would be deductible, saving $11,590 in taxes. 
Its net cost would be only $18,910 

The individual would pay a tax a $12,265 
(under present rates) on this $30,500. That 
leaves him a net income of $18,235, or 
$182,350 for the 10 years after retirement. 
By giving up a net income of $71,875 over a 
25- -year period, the individual might be 
receiving a total of $182,350. 


The great advantages of these plans 
are— 


The employee is assured of a retirement 
plan and security in his later years. The 
company need not try to adopt the usual 
pension or profit-sharing device. The com- 
pany can prevent him from working for a 
competitor. The company can consult with 
him and get the benefit of his experience. 
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The company makes certain to keep the 
employee close to it during his retirement. 

Even oe the employee’ s death before 
retirement, the plan might easily take care 
ot the employee’s family for the agreed 
period—insurance is best for this. Make 
the proceeds of the company’s policy pay- 
able to it. Then the proceeds would not be 
taxed upon receipt. It could, however, de- 
duct the payments made to his family. If 
the empl yee dies after retirement but be- 
fore he has received the fixed number of 
payments, his family can still get the re- 
maining payments. 

Provisions can be made for payments 
during a period of illness. The corporation 
gets a deduction for the retirement pay- 
ments—when made out of the collection of 
its endowment policy. The penalty for accu- 
mulating earnings may not be imposed on 
the funds used to set up the plan. You can 
readily show that a sound business need is 
being served by this plan. These needs 
include: Influencing valuable employees to 
remain permanently in the company’s serv- 
ice; preventing them from competing with 
the company after retirement; preventing 
them from giving confidential knowledge to 
competitors; retaining the right to consult 
with them and getting the benefit of their 
vast experience. 

(The Treasury may dispute this, es- 
pecially, if you have a close corporation and 
only stockholders are included in the plan. 
It may contend that the purpose of the pay- 
ments under the plan was to prevent the 
surtax against the stockholders. ) 


Some authorities argue that the 
agreement with the employee should 
provide for annual payments to buy 
the endowment of less than 62% of the 
salary originally due. This is urged 
on the theory that the corporate tax 
may be less than 38% over the period 
before retirement. 

Some agreements provide that the 
emplover will accumulate a part of the 
compensation which is already earned 
and which might ordinarily be paid at 
once. The sums thus accumulated are 
then distributed to the employee this 
Way- - 

Annually at retirement to the employee 
or his wiie, if she survives him. ee ex- 
ample, if there is an accumulation of $50,000, 
you might spread it over 10 years, paying 
$5,000 a year. 

Periodically in the event of the employee's 
death or total disability before completing 
the employment period. In this way, the 
employee or his heirs would get almost all 


00 


of what he had accumulated in his account, 
spread over a long period. 

Some sum smaller than the accumulation, 
if the employee voluntarily terminates his 
employment with the company. This might 
be dismissal compensation under the plan. 


Under this plan the individual has 
no tax until he gets paid, since some 
of his rights are forfeitable. That arises 
because he is paid his deferred com- 
pensation only if he continues in his 
employment to the end of the contract. 


Also, the contingency may be imposed 


that the employee is entitled to receive 
the deferred compensation only as long 
as he does not later work for a com- 
petitor. In these cases he has no income 
until he receives the payments. Until 
that time he has merely received the 
employer’s conditional promise to pay 
in the future upon the happening otf 
certain contingencies. This is not 
property which can be taxed. 

If the entire balance due were non- 
forfeitable—or if the employee’s accu- 
mulations can surely be collected, then 
we have a tax to the employee of the 
balances due as they are being built up 
each year. Of course, when forfeitable 
accumulations are made, the company 
gets no deduction for any portion of 
the deferred compensation until the 
actual payments of these sums are made 
to the employee. 

If forfeitable accumulations are paid 
to the widow of a deceased employee, 
they are fully taxed to her. They are 
often deliberately spread over a longer 
period of time and at reduced amounts. 
This has the effect of— 

Reducing the tax liability of the widow. 
Providing a longer number of years of se- 
cured income for her. Recognizing that the 
annual needs of the widow would be less 
than the needs of both the wife and husband 
while living. 


Sale of Stock to Employee Can 
Avoid Much Tax to Them 


There is nothing to prevent employ- 
ers from making a bona fide loan to 
an employee to purchase stock, even if 
he has to pay off the loan through a 
sale of the stock. If that avoids a tax 
on his increase in stock value, it still 
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is proper. But in all such methods, 
you get no tax deduction for the in- 
crease in value of the stock. You do get 
this deduction— 

If you pay him for services in stock— 
your deduction is the fair market value of 
the stock. 

If he buys stock at a bargain price and 
you intend the bargain to be of services 

_ your deduction is the difference between 
fair market value and the price he pays. 





Some employers lend key employees 
money to buy their stock and accept 
the shares as security for the loan. If 
the employee fails to pay the loan, the 
shares may be forfeited and used to pay 
the debt. In these cases, the employer 
still gets his deduction as compensa- 
tion for any excess of the value of the 
stock over the sale price. 

Some arrangements provide for the 
outright sale of stock to an employee 
supported by: down payments; inter- 
est-bearing notes in payment of the 
balance due; agreements for deductions 
from salary; credit of his dividends; 
and direct payments. In these, the dif- 
ference between the value of the stock 
and the sale price may not be taxed as 
compensation, even though the em- 
ployee acquired the stock at a bargain. 
But it may still be taxed as compensa- 
tion if you so intended it. 

Not all employer arrangements to 
give stock for services produce a tax. 
For example, employers may be able 
to arrange to sell stock that has little 
present value, but a large potential 
value. Employees would have no tax 
to pay when the potential was realized 
if they actually bought this stock at its 
fair market value when it was issued. 
Nor would they have tax if they did 
not fully pay for the stock until it 
reached its higher value. They would 
owe a tax on the sale of the stock. 

Employees cannot avoid a tax on real 
compensation by purchasing an em- 
ployer’s stock at a bargain. There is 
a way to avoid tax to the employee— 
but the employer gets no tax reduction. 
That is probably had if a: stockholder 
of a company, rather than the company, 
sold the employees the stock. The 
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employees probably would owe no tax 
on purchase even though the sale was 
the act of a stockholder grateful for 
what the employees had done for his 
company. But there will probably be 
a tax if the stock is given as a part of 
a salary plan or to induce employment. 

Special common stock or manage- 
ment common stock is sometimes sold 
to employees. This may have little or 
no value when issued or for a long 
period after, because of restrictions 
imposed in the negotiations. The stock 
is then convertible into the ordinary 
common stock at the end of a stated 
term and at a predetermined price. It 
is argued that this conversion produces 
no tax, even if it gives gain to the 
holder. This is because exchange of 
common stock for another class of 
common stock is not taxed. It is also 
argued that this conversion of one class 
of stock into another never produces 
tax if the arrangement is made for the 
conversion under the terms of the 
original issue. 


Use of Subsidiary and Management 
Companies can get Employees 
Stock Cheaply. 


Stock purchase plans often permit 
investment in newly organized subsidi- 
aries of acompany. The features of that 
system may be— 

Stock can be sold cheaply to employees if 
the new company has little assets and little 
franchise value. There may be no difficulty 
with the bargain purchase rules—if we sell 
at a fair market value. The possibility of 
employee attention to his investments are 
greatly enhanced. He will always be inter- 
ested in building his own estate. 


The danger is in creating separate 
corporations. They may have a value 
for their franchise. An existing com- 
pany cannot give up its going concern 
values to a subsidiary without creating 
some values. If, on the other hand, 
your new company is wholly divorced 
from you and if it does not use your 
name or facilities then this method 
might be approved. 

Here is a plan announced by a large 
company to give key employees a stock 
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interest. It organized a separate new 
company. It had a capital of $4,000,000. 
About 5% of this was common stock. 
The balance of the capital was in inter- 
est bearing notes. The employer sub- 
scribed to all the stock. It also bought 
the notes or permitted the subsidiary 
to sell them to bankers under its guar- 
anty. Key employees were offered 
stock in the new company at two-thirds 
of its cost to the employer. That gave 
them an immediate income and fixed 
the bargain purchase they made. They 
agreed— 

To continue working for another year at 
the same salary. Not to sell the stock with- 
out first offering it to other stockholders in 
proportion to their holdings and then to the 
new company. To sell to the new company 
if they enter the employ of a competitor. 
The notes (95% of the capital) were 

to mature in five years. They bore 
interest at 214%. At least 50% of 
each year’s earnings of the new com- 
pany was to be funded to meet the 
notes. Until the notes were fully paid, 
the new company’s investments were 
limited to the stock of the employer. 
This was to be bought on the open 
market. Eventually, two-thirds of the 
company will be owned by the employ- 


ees. If the stock later rises in value, 
the employees will have built up sub- 
stantial estates under the employer’s 
credit. 

Sometimes management corporations 
are organized to buy stock for employ- 
ees. In other variations, the employer- 
corporation sets up a corporation even- 
tually to be liquidated to its stock- 
holders, this way— 

Organizes the company and invests some 
of its funds in senior securities. Sells the 
common stock to employees at nominal 
value. 

Uses the funds invested—or funds bor- 
rowed—to buy common stock in the open 
market; particularly, uses the funds to buy 
the company’s stock when it is selling 
cheaply or below the net asset value. 

Sometimes pays into it bonuses due to 
employees—instead of direct payments to 
the men. This may be possible under some 
stock purchase plans. 

Sometimes retires the senior securities 
held by the employer corporation with the 
junior securities purchased in the open 
market. That may be very profitable to the 
employer-corporation and still more profit- 
able to the employee group. 


The employees get what remains 
when they eventually liquidate the 
company. 
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Pre-Career Education 


By Tuomas W 


Sg motivating thought which 
prompted the following lines was 
to seek the reason for the noticeable 
omission of names of professional ac- 
countants from the lists of corporation 
directors, trustees, and those appointed 
to important governmental and civic 
posts. When an accountant is selected, 
it is usually done to fill a position 
requiring his specialized training. It 
would seem that he is generally a staff 
rather than a line officer. 

A study was made of the curricula 
of several leading schools of business 
offering undergraduate courses. In the 
main, the emphasis was found to be 
placed on subjects which would aid 
students later in acquisitive pursuits. 
And, in the humble opinion of this 
writer, therein lies the reason: Too 
much specialization on how to make 
a living and little or no thought required 
on how to live. 

Dr. Ralph Cooper Hutchison, Presi- 
dent of Lafayette College, stated earlier 
this year: 

“All of the tremendous momentum of 
education, its research potentialities and its 
didactic skills should be consecrated pri- 
marily to the understanding and the guid- 
ance of the thoughts, motives and ideals of 
men. It would follow that, for the preser- 
vation of civilization, for the attainment of 
human freedom and for the betterment of 
mankind, men would, in higher education, 
concentrate on human relations. This would 
indicate the primacy of the humanistic 
studies...” 





Tuomas W. Byrnes, C.P.A., has 
been a member of the Society since 
1911 and is a Certified Public Ac- 
countant of New York and New 
Jersey. He is also a member of the 
American Institute of Accountants. 
Mr. Byrnes is a consultant to the 
accounting firm of Byrnes and 
Baker, C.P.A’s. He was formerly 
an associate professor of accounting 
at Columbia University. 
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At least, two other presidents of 
prominent colleges have shocked fresh- 
men at welcoming exercises by telling 
them that they would not be taught 
anything in their undergraduate days 
which would be productive of income 
to them. The purpose was, they said, to 
encourage thinking and to fit the stu- 
dents to get along well with other 


people. 


The narrow specialization of many 
undergraduate schools of business is 
largely responsible for the inarticulate- 
ness of public accountants on any sub- 
ject unrelated to business and _ their 
apparent unawareness of other happen- 
ings in the world about them. That 
other professional schools encourage a 
.wider diversion of interest was indi- 
cated by Dean Wesley Sturges of the 
‘Yale Law School when he recently 
said, 

“The objective of our system is to train 
lawyers for what they actually do after 
graduation. Men of the legal profession 
predominate as directors of private and 
municipal corporations, churches, univer- 
sities, and government agencies. The work 
of lawyers involves much more than strictly 
legal decisions. To prepare men for being 
leaders in these various fields we think 
they should have a broad training in eco- 
nomics, sociology, and psychology as well 
as law.” 


The profession of public accounting 
is comparatively young. The older pro- 
fessions of law and medicine also had 
to make their impress on the public 
mind before their members were ac- 
corded dignified rating. It required 
time, and so it will be with public 
accountancy which has progressed mar- 
velously in the past fifty years. But to 
obtain the desired recognition it will 
be necessary to revise the curricula of 
the undergraduate schools of business 
in order that more of the liberal arts 
subjects be included in the required 
studies. If need be, intensive speciali- 
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zation in business training may then be his own and he will be sought after 
left to the graduate professional schools. much as his legal co-professional: as 

When the impact of this change be- an adviser on momentous problems far 
comes evident to the man in the street removed from the specialized field in 
the public accountant will come into which he earns his daily bread. 


AN ADIRONDACK VIEW 


Have you ever lived with artists? We mean the oily kind—the ones who take long, small- 
handled brushes, squeeze colored paint out of tubes, and daub it around on a piece of canvas. 

We have. It happened last spring when, we took a week off after Labor Day—March 
15th. Darkness was about to be when we arrived at Cambridge, just north of Smuggler’s 
Notch, Stowe, and Mt. Mansfield in Vermont. Application in person was made ior admission 
to the only hotel. Personality, not pull, or perhaps a sense of humor, got us in. 

Instead of with skis, the place was littered with oil paintings. Instead of with vigorous 
snowy-slope maniacs, the place was inhabited with oily-brush maniacs. They, one with wife 
and children, were there for the hunting season—hunting for snow scenes. None had long hair. 

As it must in all village inns, the supper bell rang. We gathered in the dining room, all 
seven of us, with the stranger in our midst—me, wandering C.P.A. Where did he come from, 
what did he do to keep the wolf from the door? Here is a write-up of our answer; it won, 
and paid off with an evening of hearty sociability around the fireplace. 

“I’m an artist, a New Hampshire Yankee, now an inhabitant of Saranac Lake; work with 
black and white only; do pictures for business concerns; no, not their products or buildings. 
I take a piece of paper and a pencil and, with dollar signs, decimals, and digits, make pictures 
of businesses. One kind of picture shows business as it stands at a certain date. The bankers 
call it a financial statement. They correspond to your landscapes. 

“Another picture shows the movement of the business for a year. You sell such action 
pictures to magazines for covers. We call them operating statements. The third kind of pic- 
ture we make is a command performance, like the post office wall that you have to cover with 
an appropriate representation. You, too, know about income tax returns, I hope. 

“We put a figure here, and a decimal there. F requently we use both sides of our canvas. 
We also make the scene as it is now and, alongside, as it was a year ago. Sometimes it’s quite 
a job to make a picture of a business so someone else can understand it when we have only 
figures to use. Of course some of us use a bit of color once in a while—red. Yeah, I’m an 
artist too, making good ones, bad ones, and never perfect ones.” 


LEonARD HovucGutTon, C.P.A. 
President et al., Adirondack “Chapter”. 
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Cenducted by BENJAMIN Harrow, C.P.A. 


State Tax Dinner 


On Thursday, December 4th, 1947, 
the State Society gave a dinner party in 
honor of our State Tax officials. Our 
purpose was to meet more intimately 
and on a social level the able and excel- 
lent men who administer our tax laws. 

While there were no formal speeches 
after dinner, as previously agreed, we 
did exchange confidences. Alger B. 
Chapman, President of the State Tax 
Commission and Deputy Commissioner 
Emery W. Burton told us of ways in 
which our Society could cooperate with 
the State Tax Commission. We were 
informed that Form 42 C.T., the fran- 
chise tax return for real estate corpo- 
rations, had been revised slightly for 
1948, and that form 3 C.T. for 1948 
had already gone to the printer and 
will soon be available to us. 

One of the pleasant surprises of the 
evening was the presence of Rollin 
3rowne who for several years was 
President of the State Tax Commission 





3ENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. Mr. Harrow 
taught accounting at The College 
of the City of New York from 1919 
to 1924. He has been a member of 
the American Institute of Account- 
ants since 1922 and is a member of 
the New York Bar. He is presently 
serving on the Society’s Committees 
on Federal Taxation, State Taxa- 
tion, Cooperation with the State 
Education Department and _ Its 
Agencies, and Cooperation with the 
Bar. Mr. Harrow is engaged in 
general practice as a certified public 
accountant in his own. office in 


New York City. 
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and who was responsible for the heroic 
work that was done in 1944 in changing 
Article 9A. 

Our own State Tax Committee acted 
as hosts for the evening together with 
some of the officers of our society. 
Our president, Simon Loeb, formally 
greeted our guests and helped make the 
evening a success. We look forward to 
further meetings of this kind with our 
State Tax Administrators, 


Form 245 C. T. 

Last month we “stuck out our edi- 
torial neck” when we suggested that 
this form need not necessarily be filed 
every year by those foreign corpora- 
tions who do not file form 3 CT and 
who are not doing business within the 
State. At the dinner our genial deputy, 
Emery Burton, very graciously took us 
to task for this. Apparently the Depart- 
ment is not in agreement with the 
grapevine information I thought I cor- 
rectly relayed to our members. In the 
friendly discussion that ensued, Rollin 
3rowne raised an interesting point. He 
thinks the taxpayer starts the statute of 
limitations running by filing Form 245 
C.T., and that it is therefore to his 
interest to file this every year. Naturally 
this form is not required of those for- 
eign corporations that are taxable 
under Article 9a and that file the regu- 
lar form 3 C.T. 


“ce 


The Property Factor in the 
Allocation Formula—Franchise 
Tax 


One of the factors in the allocation 
of business income or business capital 
under Article 9A is the property factor. 
The ratio of real and tangible personal 
property within New York to real and 
tangible personal property within and 
without New York is determined. Aver- 
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age fair market values are used and only 
property owned by the corporation is 
considered. 

Property held in New York by an 
agent or factor is deemed to be situated 
in New York and if held by an agent 
or factor outside New York it becomes 
part of the denominator of the fraction 
since it is deemed to be located without 
New York. 

Property in transit is considered as 
not having a situs either within or with- 
out the state and is, therefore, omitted 
both from the numerator and the de- 
nominator of the property factor. This 
applies to property in transit from a 
point outside New York to a point in 
New York, or the reverse. If, however, 
the property is in transit from a point 
outside New York to another point out- 
side New York it is deemed to be situ- 
ated without New York. Likewise, if 
the property is in transit from a point in 
New York to another point in New 
York, it is situated in New York. Prop- 
erty ceases to be in transit when it is 
delivered to the owner or when it be- 
comes subject to actual possession. by 
the owner. 


Receipts Factor—Royalties 
Royalties from the use in New York 
of patents are allocated to New York. 
This poses an interesting question. Just 
how do you determine that a patent is 
used in New York? A parent company 
owns patents and issues a license to a 
New York company to use the patent. 
Suppose the patent is on a machine for 
putting a bottle cap on a bottle. The 
New York company rents or sells the 
machine all over the United States. Is 
the patent being used in New York or 
within and without New York wherever 
the machine is used to put the cap on the 
bottle? If the latter, may the New York 
company allocate its income or its tan- 
gible personal property on the basis that 
its property is being used within and 
without New York and, therefore, there 
is a place of business wherever the prop- 
erty is used outside New York? By 
the same token are not the royalties of 
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the parent company receipts frem the 
use of the patent within and without 
New York? It should be noted that if 
the parent company is deemed to be 
doing business in New York it will be 
taxed on all income from royalties even 
though these are derived from a sub- 
sidiary. Royalties are not included as 
subsidiary income but are business in- 
come, so that even though subsidiary 
income is excluded from entire net 
income subject to tax, the exclusion does 
not cover royalties. A combined return 
would not help the situation since in 
determining entire net income the de- 
duction from gross income of royalties 
paid by the subsidiary company is elimi- 
nated by the intercompany income of 
the same item received by the parent 
company. 

The regulations (Art 413 (4)) say 
that a patent is used in New York to 
the extent that activities thereunder are 
carried on in New York. If such activi- 
ties are of an interstate character, and 
they usually are in this type of situation, 
a corporation should be entitled to an 
allocation even though it does not tech- 
nically have a regular place of business 
outside the state. In spite of the au- 
thority given to the State Tax Commis- 
sion under the law to use some other 
formula which will accurately reflect 
the business activity in New York, it 
will not consider any allocation of busi- 
ness income unless the corporation does 
have a regular place of business outside 
the state. 


Payroll Factor in the Allocation 

Formula 

This factor in the allocation formula 
is the ratio of wages, salaries, and other 
personal service compensation paid to 
employees within New York to the total 
amount of such compensation within 
and without New York. Compensation 
to general executive officers is elimi- 
nated both from the numerator and de- 
nominator of this fraction. 

Generally a New York emplovee is 
considered one who is connected with 
or works out of an office maintained by 
the taxpayer in. New York, even though 
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actual services are performed without 
New York. This treatment to be sure 
weighs the tax in favor of New York. 
The Tax Commission realizes that the 
result would not be equitable if a sub- 
stantial part of the payroll covers em- 
ployees attached to a New York office 
who perform a substantial part of their 
services outside New York. Therefore, 
in such a case it permits the payroll 
factor to be computed on the basis of 
services actually rendered within and 
without the state. If the regular rule 
weighs the tax against New York 
because a substantial part of the pay- 
roll covers employees attached to offices 
outside the state who nevertheless per- 
form a substantial part of their services 
within New York, the Commission will 
likewise require such payroll allocated 
on the basis of services performed 
within and without the state. In this 
type of situation the Commission will 
determine the services performed within 
or without the state on the basis 
of the method employed in compensat- 
ing the employee. Where the employee 
is paid according to the volume of busi- 
ness done, the amount received for such 
business done in New York is allocated 
to New York. A salesman on a com- 
mission basis would come within this 
category. If compensation depends upon 
results achieved, the value of services 
within New York is allocated to New 
York. If an employee is compensated 
on a time basis, the allocation to New 
York is based upon the working time 
within New York. 


The payroll factor is concerned with 
compensation to employees, except gen- 
eral executive officers. The regulations 
therefore indicate the scope of the term 
as covering any person over whom the 
employer has the right of control and 
direction both as te the result to be 
accomplished and also the means by 
which the result is to be accomplished. 
This is a familiar definition of em- 
ployee. If the relationship exists, the 
designation of the employee is imma- 
terial and likewise the method or meas- 
ure of compensation. A director of 
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a corporation is not an employee and 
director’s fees are not includible in com- 
puting the payroll factor. 


Inventories 


The Committee on Accounting Pro- 
cedure recently issued Bulletin No. 29 
on Inventory Pricing. This subject is 
of special interest at this time first 
because the presentation of financial 
statements requires a sound knowledge 
of the accounting principles relating to 
the valuation of inventories especially in 
a period of rising prices. Secondly, the 
valuation of inventories vitally affects 
the taxation of net income. It is a basic 
principle of taxation that income must 
be realized through a completed trans- 
action before it is subject to tax. In the 
case of inventories this principle is dis- 
regarded in that a loss effectually may 
be taken to reduce gross income where 
the inventory has dropped in value. 
Under the tax laws the taxpayer may 
value his inventory at the lower of cost 
or market, thus taking the loss into ac- 
count even though there has been no 
realization of it through‘a sale. In a 
real sense there is a resulting distortion 
of income as between two accounting 
periods, since the true basis for a loss 
must be cost. To be sure this prin- 
ciple of valuation has the sanction of 
sound accounting practice and it is 
acceptable also under our tax laws. 

A review of some of the tax prin- 
ciples in relation to the valuation of 
‘inventories is appropriate at this time. 
Where inventories are a factor in the 
determination of income, a taxpayer 
may not ignore them. That means that 
he must under these circumstances re- 
port his income from a business on an 
accrual basis, even though he is other- 
wise on a cash basis. Under Section 
356 of the law the Commission may 
prescribe the basis upon which inven- 
tories shall be taken. The law further 
prescribes that this basis shall conform 
to the best accounting practice in the 
business and that it shall most clearly 
reflect income. The regulations (Article 
216) add that inventories are necessary 
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in a business that produces, purchases 
or sells merchandise. The inventory 
must include raw materials and supplies 
on hand and also finished goods and 
work in process owned by the taxpayer. 
Ownership depends upon the vesting of 
title, so that a seller includes in his in- 
ventory goods under contract for sale 
but not yet segregated and also goods 
out upon consignment. If title to mer- 
chandise has passed te a purchaser he 
includes such merchandise in his inven- 
tory even though it is still in transit. 


Valuation of Inventory 

The regulations reiterate the law that 
the valuation of an inventory must con- 
form to the best accounting practice in 
the business and must clearly reflect the 
income. Trade customs in a particular 
trade are emphasized rather than uni- 
form rules for all businesses. Greater 
weight is given to consistency rather 
than to any particular method. Sig- 
nificant are these words: “An inventory 
that can be used under the best account- 
ing practice in a balance sheet showing 
the financial position of the taxpayer 
can, as a gerferal rule, be regarded as 
clearly reflecting his income.” 

The most common method of valu- 
ation is cost or the lower of cost or 
market. Unsalable goods or goods un- 
usable because of damage, imperfec- 
tions, shop wear, changes of style, odd 
or broken lots, and second hand goods 
taken in exchange should be valued at 
bona fide selling prices less cost of sell- 
ing, even though the basis of valuation 
is otherwise cost or the lower of cost or 
market. If the unsalable or unusable 
goods consist of raw materials or work 
in process held for use or consumption 
they are to be valued upon a reasonable 
basis, but in no case may they be valued 
at less than scrap value. 

While this gives a taxpayer con- 
siderable leeway the regulations define 
bona fide selling price as actual offering 
of goods during a period ending not 
later than 30 days after inventory date. 
The taxpayer has the burden of proving 
that goods so valued come within the 
category of unusable goods. The tax- 
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payer is also required to maintain rec- 
ords of the disposition of such goods 
so that a verification of the inventory 
can be made. 

Having once exercised the option of 
adopting the cost basis or the lower of 
cost or market basis of inventory valu- 
ation, a change for subsequent years 
may be made only upon permission 
from the State Tax Commission. If 
items in an inventory cannot be identi- 
fied with specific invoices they will be 
deemed to be goods most recently pur- 
chased or produced (applying the first- 
in, first-out rule). As an alternative 
method the taxpayer may employ an 
average cost basis if he maintains book 
inventories in accordance with a sound 
accounting system. Balances shown by 
such book inventories are required to 
be verified by physical count at reason- 
able intervals. While there is no special 
authorization of the use of the Lifo 
method now sanctioned by the Treasury 
Department it is believed that such 
method would be acceptable to the Tax 
Commission. 

Taxpayers are cautioned that inven- 
tories should be preserved as a part of 
the accounting records, that such inven- 
tories will be subject to investigation by 
the Tax Commission and that the tax- 
payer must satisfy the Commission of 
the correctness of the prices adopted. 

Certain practices are specifically pro- 
scribed as unacceptable. 

1. A deduction of a reserve for price 

changes or for estimated depreciation. 
?. Taking work in process at a nominal 

price or at less than its proper value. 
3. Using a constant price or nominal price 
for a so-called normal quantity of goods 
in stock. 
4. Including stock in transit to which tax- 

payer does not have title. . 

5. Omitting portions of the stock on hand. 


Real Estate Corporations 

The real estate company is classified 
separately for franchise tax purposes. 
It is taxed under Art. 9, Sec. 182, and 
the rate of tax is considerably less than 
the rate applicable to business com- 
panies. It is therefore important, par- 
ticularly in close situations, to be prop- 
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erly classified as either a business cor- 
poration taxable under Article 9A or a 
real estate corporation taxable under 
Article 9. Sec. 182 defines corporations 
that may be classified as real estate cor- 
porations, and this definition includes a 
corporation that leases real property 
under a leasehold for a term of twenty 
vears or more and under the terms of 
the leasehold is required to pay the real 
estate taxes. 

The Franchise Tax return, form 42 
CT, requires the corporation to answer 
a series of questions for the purpose of 
determining whether the corporation is 
properly to be classified as a real estate 
company. With respect to leaseholds 
question 9(d) asks, “Does this corpora- 
tion hold any property under a lease- 
hold of twenty or more years duration ? 
If so, state terms as to length of lease 
and payments of real estate taxes.” The 
duration of a lease is figured from the 
effective date of the leasehold. If the 
leasehold is not for a full twenty years 
the corporation is classified as a busi- 
ness corporation taxable under Article 


9A. 


The rate of tax is one foyrth of a mill 
on each dollar of the full value of the 
gross assets employed within the state. 
Schedule F of Form 42 CT requires a 
listing of the real estate held during the 
year showing the purchase price and 
assessed valuation. One of our mem- 
bers asks this question: If a corporation 
holds only a leasehold of twenty years 
duration for the acquisition of which it 
did not pay anything, is such leasehold 
to be valued as a gross asset subject to 
tax? The leasehold is not includible in 
Schedule F since it does not constitute 
real estate. But the tax is based upon 
the full value of all gross assets and the 
balance sheet required to be submitted 
on page 2 of Form 42 CT indicates the 
assets. Even if the leasehold is not in- 
cluded as an asset on the balance sheet, 
question 9 does divulge the existence of 
the leasehold. It is possible to value-a 
leasehold of this type, probably on the 
basis of net income and it is the opinion 
of the editor that the Tax Commission 
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would set a value on the leasehold and 
include it in the basis for the tax. 


Franchise Tax—Fiscal Year 

A corporation received its charter on 
February 26, 1946. It did not com- 
mence operations until several weeks 
later. The directors adopted a fiscal 
year beginning March 1, 1946, and end- 
ing February 28, 1947, and filed its 
first federal income tax return and a 
state franchise tax return for that 
period. The State Tax Commission 
claimed that a franchise tax was due 
and payable for the period from Febru- 
ary 26, 1946, to February 28, 1946, a 
period of two days. For a business cor- 
poration the minimum tax would be 
$25. The Commission is correct. The 
franchise tax is for the privilege of 
exercising a corporate franchise. The 
basis is a calendar or fiscal year or any 
part thereof. In this case the tax for 
being a corporation for two days might 
have been avoided if the first fiscal year 
had been for the period ending January 
31, 1947. 


Real Estate Corporation— 

“Dummy” Corporations 

There is a specific section of the law 
(Sec. 12 (1)) dealing with corpora- 
tions that hold only the record title to 
real estate but which otherwise do no 
business. This section provides that 
such a corporation shall be deemed to be 
the absolute owner of such real estate 
and subject to franchise tax. Further- 
more the profits from the rental or sale 
of such property is deemed to be profits 
of the corporation. The fact that such 
stockholder is receiving the income 
means that the stockholder has received 
a dividend of the amount retained by 
him. Such dividend is of course subject 
to the 2% tax against the corporation. 
It should be further noted that the lien 
for franchise taxes attaches to such 
property. 

This treatment of “dummy” corpora- 
tion is radically different from the 
federal income tax treatment, where the 
corporate entity may be entirely 
ignored. 
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Real Estate Corporation— 
Additional Tax on Dissolution 
Sec. 182 (a) provides that upon dis- 

solution, merger, or consolidation the 

corporation shall be subject to the addi- 
tional tax of 2% on surplus available 
for distribution at the time of liquida- 
tion, merger, etc. In determining the 
surplus actual values of assets are used. 
One of our members points out that in 
determining the surplus the Commis- 
sion does not reduce the surplus by the 
additional tax on that surplus, which 
obviously will result in a lesser amount 
to be distributed. Our member is un- 
doubtedly correct. However the mathe- 

matically correct result requires a 

computation involving two unknown 

figures. As a practical matter the Tax 

Commission might object to such a 

solution of the problem. This editor 

would like to see the situation pre- 
sented to the Commission with the 
correct result worked out by the ac- 
countant. It is our opinion that the 

Commission would accept the tax so 

computed. There would not appear to 


be anything in Sec. 182(2) to prevent 
a literally accurate method of comput- 
ing surplus available for distribution. 


Real Estate Corporations— 

Loans to Stockholders 

To be taxable under Sec. 182 a cor- 
poration must be wholly engaged in 
the purchase and sale of real estate or 
hold title to real estate. The question 
often arises as to the extent to which 
such a corporation may be engaged in 
other activities. Sec. 182 provides that 
a real estate corporation will not lose 
its classification as such if not more 
than 10% of its average gross assets, 
at full value, consists of stocks, bonds 
or other securities, or loans to wholly 
owned real estate subsidiaries. Loans 
to stockholders are not within this 
category and such loans even though 
within the 10% requirement would 
jeopardize the classification of a cor- 
poration as a real estate company. Fur- 
thermore a loan to a stockholder might 
be construed as an informal dividend 
distribution, particularly if the corpo- 
ration has a surplus, and the loan might 
be subject to the additional tax of 2% 
on dividends. 
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Conducted by WiLLiAM W. WERNTZ 


N a recent address before the 22nd 

Annual Accounting Conference at 
the University of Michigan, Earle 
King, Chief Accountant, outlined the 
present status of the long standing 
controversy as to whether unusual, 
nonrecurring, and_ extraordinary 
items should or should not be re- 
flected in the income statement. His 
own views he stated thus: 

“My own thoughts in the mat- 
ter are influenced by a belief that 
if we can reach a general accept- 
ance of the view that all elements 
of profit or loss recognized during 
the period must be included in the 
profit and loss statement for the 
period, thus banning any debits 
and credits to earned surplus for 
these items, we will attain a more 
carefully considered periodic re- 
port than under the other pro- 
cedure which permits correction 
of this year’s errors—particularly 
errors in judgment—to be reported 





Wittiam W. WERNTz, formerly 
Chief Accountant of the S.E.C., is 
now associated with Touche, Niven, 
Bailey & Smart, C.P.A’s. 

Mr. Werntz is a graduate of Yale 
University and of Yale Law School, 
and is a member of the Connecticut 
Bar. He was formerly an instructor 
of accounting at Yale University and 
Yale Law School. He was also an 
accounting consultant to the O.P.A. 
and the Treasury Department. 

Mr. Werntz is the author of 
numerous articles which have 
appeared in technical accounting 
publications, He is Vice-President 
of the American Accounting As- 
sociation. 
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through earned surplus in subse- 
quent years. The many corporate 
actions that follow from the year’s 
determination of income, such as 
bonus and dividend payments, 
compliance with terms of contracts 
and indentures and so on, are addi- 
tional reasons for adhering to the 
historical or all-inclusive profit 
and loss statement. It is contended 
that exceptions are inevitable in 
the application of this method. 
Lump-sum write-off of goodwill or 
other intangibles is given as a 
common example. If the problem 
is faced squarely, I think a sound 
program of amortization through 
profit and loss can be developed to 
cover these cases and thus avoid 
the lump-sum treatment. The 
problem of over-generous provi- 
sions for losses through excessive 
charges to profit and loss can be 
met by more careful determination 
of the appropriate amounts to be 
considered in the determination of 
income and the expression of con- 
servatism through appropriation 
of surplus to general contingency 
reserves or by recognizing that 
earned surplus is in fact an all- 
purpose reserve to be guarded by 
conservative financial manage- 
ment. Such a program, I sincerely 
believe, would retain for the ac- 
countants the confidence of inves- 
tors and other users of financial 
statements more surely than a 
program which would permit the 
annual revision of published profit 
and loss statements.” 


From his remarks it appears that 


the Commission, though leaning 
toward the all-inclusive income 
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statement endorsed by the American 
Accounting Association, is not yet 
prepared to take exception to the 
view that unusual items of sufficient 


size to distort the income statement 
may or should be carried directly to 
urplus. This view, he says, is taken 


in a draft of a proposed bulletin on 
the subject now under consideration 
by the Committee on Accounting 
Procedure of the American Institute 
of Accountants. In describing prob- 
able Commission policy in the near 
future, he states: 


* “This apparently irreconcilable 
divergence of views between the 
spokesmen for the American Ac- 
counting Association and _ the 
American Institute of Accountants 
on a question of accounting of such 
fundamental importance is most 
disturbing to me; for it is to such 
bodies of professional accountants 
that the Commission looks for the 
authoritative statement of account- 
ing principles which may be re- 
garded as generally accepted. 
“While the accounting staff of 

the Commission has been, for 

many years, fully in accord with 
the views of the Association as 
quoted above and has lent its sup- 


port to their general adoption, in 
view of the widespread disagree- 
ment on the subject among prac- 
ticing public accountants and the 
convincing arguments advanced 
in support of both sides of this 
question we have not felt it desir- 
able to freeze our views by recom- 
mending to the Commission the 
adoption of a rule on the subject. 
Instead it seems desirable to ob- 
serve the effects of the proposed 
bulletin (if it is issued in its cur- 
rent form) in practice for a reason- 
able period, and in the meantime 
to accept either treatment offered 
on the grounds that each has sub- 
stantial authoritative support. It 
may be that, as some of the pro- 
ponents of the proposed bulletin 
intimate, supportable entries direct 
to surplus will be so rare under 
the provisions of the bulletin that 
the results will be acceptable. If 
this proves to be the case, it will 
bea long step forward in the devel- 
opment of comparable profit and 
loss statements; for analyses we 
have made have indicated a lack 
of uniformity in this field between 
industries, companies in the same 
industry, and clients of the same 
accountants.” 
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The Taxpert Serves “Stewp” 
By Lewis Gtuick, C.P.A. 


4 pe French have a national dish 
called pot au feu. Literally trans- 
lated it means “‘pot on the fire”. Today 
the French, like all other Europeans, are 
on short rations. But in the best of 
times they were thrifty people, and 
waste was abhorrent to them. On the 
stove was kept a large pot into which 
went all (and from what we have been 
told, it was all) scraps of food, not 
otherwise usable. Periodically the 
grease would be skimmed off, and the 
result served as a sort of soup, or 
stew. Mrs. Gluick is partly French on 
her mother’s side, and has an instinct 
for good cooking, which she has devel- 
oped to a high degree. One of her best 
concoctions is the American descendent 
of pot au feu, which she calls “Stewp” 
(Stew plus soup, if you must have a 
diagram). It does not accumulate in 
a pot on the gas range. The ingredients 
accumulate, each in its separate glass 
container, in the icebox, until there are 
enough for a meal. And what a meal! 
With a little lettuce from the garden, 
and some bread, it makes a thoroughly 
balanced ration, economical and deli- 
cious. Herewith the writer serves up 
some tax “Stewp” which has been col- 
lecting in his files. 
~ 1% 
We have all heard much of “the 


law’s delays” but the case of Union 
Bleachery must approach a record. 





Lewis Giuick, C.P.A., has been 
a member of our Society since 1924. 
He is now engaged -in practice in 
Long Beach, California. He is best 
known as the SHOPTALKER, under 
which name he has been writing 
since 1928. 
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This decision of the United States 
Court for the Western District of South 
Carolina was handed down on August 
14, 1947. The opening statement of the 
opinion is: “This action was instituted 
October 23, 1933”. The taxable years 
involved start with 1923. And there 
are still the Circuit and Supreme 
Courts to go! (47-2 USTC 99354) 


* * * 


A couple of Shoptalkers with whom 
we lunched raised a neat technical point 
that will have to be decided soon. Will 
the Commissioner please issue a ruling? 
By Congressional action, war amputees 
may be provided a special auto, cost not 
exceeding $1,600, adapted to their in- 
firmities. They are not permitted to 
sell the car for two years. Question: 
when and if sold, will the proceeds be 
taxable, on the zero cost theory; or will 
they be treated as a taxfree pension or 


allowance ? 
* * x 


We heard George Altman discuss 
“What is ‘Market’?” briefly at a Los 
Angeles C.P.A. luncheon. Regulations 
111, article 22(c)4 are not explicit 
as to how ‘“‘market” shall be determined. 
Each case must be determined on its 
factual evidence. Experience, says 
Altman, indicates that actual sales with- 
in not more than thirty days after in- 
ventory date, at the “market” price, 
will justify the price. But such sales 
must be bona fide, and not isolated 
transactions and of small quantities. 
Public offerings, whether by newspaper 
advertising, window displays or bargain 
counter signs, are good evidence. 


* * * 


Below is a quirk in community 
property. We already have told you 
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that community property is not always 
an advantage taxwise. 


John and Mary have a_ young 
daughter, Helen. John’s salary of 


$6,000 per year is the only family in- 
come. Helen requires an operation, the 
total costs of which are $750. Question, 
what is the deduction under section 
23(x)? 

At first glance almost anyone would 
say, each spouse takes $375 less $150 
(which is 5% of $3,000), or a net of 
$225 medical deduction. On the con- 
trary, only John gets the deduction. 
The reasoning (we won’t call it logic) 
of the Commissioner runs this way: 
(1) Medical deductions may be taken 
only by the person paying the costs; 
(2) Such deductions can only be taken 
for dependents. There is only one de- 
pendent. John takes her. Therefore 
John alone gets the medical deduction. 
Seems unfair, but that’s the way it is. 

However, let’s make a calculation to 
see if anything can be salvaged. Assume 
that other allowable deductions total 
only $100. Obviously, medical deduc- 
tions aside, tax should be eomputed 
under Supplement T. This would give 
each spouse a deduction of $302.50. So 
by using the tables, the couple can get 
$505 of the medical expenses. 

* ak * 


—) 


SO) 


Travel or Medical? 


We quote a summary of the case 
of Bruton 9TC, No. 117: 


“Taxpayer, a practicing lawyer, 
suffered a partial paralysis, as the 
result of which he could not use pub- 
lic conveyances in going to and from 
his office. He engaged taxicab serv- 
ice, which was the least expensive 
form of practical transportation, and 
claimed the amounts paid for taxicab 
fares as deductions in his income tax 
returns for 1942 and 1943. On the 
finding that such expense was neces- 
sitated by the taxpayer’s physical 
condition, rather than by reason of 
his business, the Tax Court held that 
it is not deductible as a business ex- 
pense.” 


We deem this good law. We believe, 
however, that if the taxpayer had in- 
cluded his taxi fares as part of the 
medical costs allowable under Section 
23(x) of the code, he might have won 
his case. His expense stemmed directly 
from his illness. If he had not used 
taxis, he would have had no taxable 
income at all. What the Treasury 
wants is taxable income. No income, 
no public revenue. 
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By EMANUEL SAXE, C.P.A. 


Some Personal Observations 
Upon the Advent of the New Year 


It is almost two years, now, since the 
present editor assumed responsibility 
for the publication of this magazine. 
For a few months in the beginning, 
plans were on a virtual day-to-day 
basis: the manuscript larder was bare 
and new articles had to be solicited, 
received, edited, and published within 
the time limits of an inexorable dead- 
line. For some time and until a satis- 
factory backlog of suitable material had 
been amassed, planning for changes in 
and additions to the magazine was sim- 
ply out of the question. Fortunately, 
this situation is now a thing of the past, 
and we hope that our readers have 
observed some progress toward an im- 
proved publication during the past year. 

Several new and interesting “Depart- 
ments” have been added as a regular 
monthly feature. An attempt has been 
made to have each issue revolve around 
a limited number of topics. The format 
of the outside cover has been changed 
so as to enable the reader to perceive 
the central themes of the issue at a 
glance; likewise, the arrangement of 
the “Table of Contents” page has been 
conformed, to permit of the quick rec- 
ognition and selection of individual ar- 
ticles. It has been our policy, wher- 
ever possible, to publish original articles 
considered to be of interest and help to 
our members. Debate regarding the 
ideas expressed in them has been en- 
couraged in our “Correspondence’”’ sec- 
tion. Current professional thinking and 
writing, as reported in other forums, 
has been promptly summarized and re- 
ported in these columns. And every- 
thing in each volume has been carefully 
indexed and the index made a part of 
the last issue of each year. 
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While the editor has always had the 
continuous help and extremely valuable 
support of the members of the Editorial 
Board in the accomplishment of these 
improvements, nevertheless, during 
this entire period not one communi- 
cation was ever received from any 
reader by way of his reaction to any 
of these changes! As an accountant, 
your editor has necessarily inferred 
your assent from this negative form 
of confirmation, but he really would 
prefer a positive reaction from our 
readers. This magazine is published 
primarily for you and, unless it helps 
to satisfy your professional needs 
and meets with your approval, it is 
not fulfilling its purpose. 

Will you help us to evaluate our 
policies and in our planning for the 
future, by taking just a moment now 
to drop us a note indicating your reac- 
tions to the changes which have taken 
place in the magazine, and including 
whatever suggestions for the further 
improvement thereof that you may care 
to make? We will be deeply appre- 
ciative. 

-- * 


Offsets to the Medical Expense 
Deduction under IRC, Section 23(x) 


The Tax Court recently handed 
down a decision in a case of first im- 
pression, which may be of considerable 
interest to members covered by the 
Society’s group insurance contract or 
by similar policies. (Deming v. Com- 
missioner ; 9TC No. 56; September 23, 
1947) 

The facts were these: The petitioner 
was struck by an automobile on Novem- 
ber 13, 1941, and sustained injuries 
which confined him in a hospital for 
approximately six weeks and required 
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medical treatment and care for the en- 
tire year 1942. During 1942, the peti- 
tioner expended $2,117.90 for medical 
expenses, including hospitalization, 
doctors’ bills, nurses, and medicines. 
The petitioner was insured against ac- 
cident by each of three companies, 
whose policies were of the standard 
form of personal accident insurance. 
They provided (inter alia) for pay- 
ments of stipulated sums for loss of life 
or limb; weekly indemnity for total 
disability and/or partial disability; 
double indemnity; specified hospital 
and graduate nurse indemnity; and 
specific surgical indemnity (emphasis 
supplied). The insurance companies 
paid the petitioner $7,011.66 during 
1942, determined and classified as fol- 
lows: Total weekly indemnity for dis- 
ability—$6,160.00; and total payments 
for hospitalization and medical ex- 
penses—$851.66. Upon trial of the issue 
by The Tax Court, the petitioner con- 
ceded the propriety of excluding the 
amount of $851.66 from the deductions 
under IRC Sec. 23 (x), but claimed 
the amount of $747.56 ($2,117.90 
minus $851.66 or $1,266.24, reduced 
by $518.68 (5% of taxpayer’s net 
income) or $747.56) as a proper de- 
duction thereunder. 


The respondent Commissioner dis- 
allowed the deduction on the ground 
that it was fully compensated for by 
insurance or otherwise within the mean- 
ing of IRC sec. 23(x) because, during 
1942, petitioner received compensation 
totaling $7,011.66 under personal ac- 
cident insurance contracts. 


The Court held that expense for 
medical care compensated for by in- 
surance which is not to be allowed as a 
deduction under section 23(x) means 
that the insurance payments received 
as compensation must necessarily have 
been upon the risk of such medical ex- 
pense as are deductible under the sec- 
tion, and not upon any other risks 
such as were contained in the policies 
involved in the instant case. The Court 
further held that the first clause of 
IRC Section 22 (b) (5), as amended 
S2 


ly section 127 (d) of the Revenue Act 
of 1942, did not affect the result since 
this section merely provides that 
“amounts received through accident or 
health insurance . aS compensation 
for personal injuries or sickness”’ are to 
be excluded from gross income, “except 
in the case of amounts attributable to 
(and not in excess of) deductions al- 
lowed under section 23(x) in any prior 
taxable year.” Said the Court, 
“. . . (the) latter section, standing 
alone, provides the criteria for deter- 
mining what amounts are deductible 
in any particular year on account of 
medical expenses.” 


* * * 


“Direct Cost” Method for Valuing 
Inventories 


Some months ago, in March, 1947, 
this department had occasion to review 
a paper by Philip Kramer entitled, 
“Selling Overhead to Inventory”, 
which appeared in the January 15, 
1947, issue (Section One) of the 
N.A.C.A. Bulletin. Therein, we ana- 
lyzed his argument in favor of omitting 
fixed manufacturing overhead costs 
from inventory valuation. 

More recently, A. R. Kassander, of 
the New York Office of Lybrand, 
Ross Bros. & Montgomery, had oc- 
casion to publish his views on the same 
subject in the September, 1947, issue 
of the L.R.B.&M. Journal. Following 
a very careful analysis, Mr. Kassander 
concluded as follows: 

“All accounting principles must be ap- 
plied in a manner which gives due con- 
sideration to all the circumstances sur- 
rounding the concern and type of operation 
under examination. It may be that under 
a given set of conditions the direct cost 
method will produce financial statements 
which best reflect a company’s financial 
position and results of its operations. The 
author concludes, however, that for manu- 
facturing business in general there is little 
if any advantage in changing to the direct 
cost method for valuing inventories and 
that the proposed method may, in fact, 
result in loss of significant managerial in- 
formation.” 


January 
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Professional Comment 


Installing Manual Fixed Asset 


Records 
Donald R. Thompson, Secretary and 
Controller of The Snow-Nabstedt Gear 


C nieion. New Haven, Conn., re- 

rts upon the manner in which his 
firm recently accomplished the installa- 
n of a property record system which 
included a complete plant ledger. 
(N.A.C.A. Bulletin, Section One, No- 
vember 15, 1947) 

The reasons motivating the decision 
installation are given, as 





llows: 

1. The need for supporting detail with re 
spect to capital investment accounts. 

? The basis for more accurate deprecia- 
tion charges and consequent effect on 
cost of operations. 

3. A more accurate basis for determining 
insurable values and for substanti- 
ating claims for losses sustained. 

4. A sounder basis for tax returns, both 
income and property. 

5. One portion of the basis for a produc- 
tion control system. 

6. Dependable basis for entries reflecting 
the retirement and sale of plant assets. 


The plan was carried out in the fol- 
which are completely 


1. Prepare a per books inventory of capital 
assets by accounting classification at 
cost, and show the portion of the de- 
preciation reserve applicable to each 
asset at the end of the preceding fiscal 
year. 

2. Take a physical inventory of capital 
assets by accounting classification and 
show machine numbers, maker's num- 
bers, and other pertinent data. 

3. Reconcile the book and physical inven- 
tories. 

4. Adjust differences between book and 
physical inventories by write-off or 
transfer of assets among classifica- 
tions. 

5. Number all machines. 
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6. Post and balance the new records and 
prepare master lists. 
Mr. Thompson concludes as follows: 


“Plant records are a logical product of 
a company’s growth. Ii they are installed 
in the early stages of the growth period 
they can be set up fairly easily. Later they 
may pose almost insurmountable difh- 
culties.” 

* * *K 


Variable Budgets in the Control 

of Costs 

Thomas D. Foy, Supervisor of Cost 
Reduction of the Apparatus Manufac- 
turing Division of General Electric 
Company, Schenectady, N. Y., has 
presented an interesting article in Sec- 
tion One of the November 1, 1947, issue 
of the N.A.C.A. Bulletin, which is 
“devoted principally to certain areas of 
one application of variable budgeting.” 

The concept of flexible budgeting is 
first presented generally through the 
medium of a simple, illustrative break- 
even chart. Next, a method of deter- 
mining fixed and variable expense ele- 
ments without the use of graphs is 
demonstrated. The balance of the paper 
covers: 

“(1) the ready approach to control af- 
forded by a flexible budget once pre- 
pared, 
the problem of control of indirect 
manufacturing expense, which con- 


tains the largest number of mixed 
fixed-variable items, and 

the special use of variable budgeting 
in attempting to prepare for the un- 
certain future of business activity.” 


(2 


(3 


Mr. Foy believes that the flexible 
budget is the best possible means of 
effecting the “rapid adjustment of cost 
elements to all production levels which 
outside conditions may force.” 


* * * 
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When does a man start slipping ? 


The moment comes to every man. 

The moment when he realizes that he 
isn’t the man he used to be... 

That the days of his peak earning power 
are over... 

That some day not so very far away some 
younger man will step into his shoes. 

When does this time come? It varies 
with many things. 

But of one thing you can be sure. It 
will come to you as surely as green apples 
get ripe—and fall off the tree. 

Is this something to worry about? Well, 
yes. But... constructively. For that can 
lead you to save money systematically. 


What's the best way to do this? By buying 
U. S. Savings Bonds . . . automatically.§. 
Through the Payroll Savings Plan. Or thei 
Bond-A-Month Plan at your checking ac 
count bank. 

Either method is practically foolproof 
It’s automatic. You don’t put it off. There’ 
no “T’ll start saving next month’—n 
“Let’s bust the piggy bank.” 

And you get back four dollars, at ms 
turity, for every three invested. 


So why not take this one step now that wil 
make your future so much brighter? 


Get on the Payroll Savings Plan—o 
the Bond-A-Month Plan—today. 


Sure saving because it’s automatic—U.S. Savings Bonds 
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